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ANNUAL MEETING OF 
THE AMERICAN FINANCE ASSOCIATION 


PALMER HOUSE, CHICAGO 


December 26-29, 1950 


TUESDAY, DECEMBER 26 


Registration, Palmer House (Registration entitles members of the 
A.F.A. to attend meetings of the American Economic Association 
and other affiliated associations.) 


WEDNESDAY, DECEMBER 27 
Registration continues 


Joint Session on Insurance of the American Finance Association, 
the American Statistical Association and the American Association 
of University Teachers of Insurance (Room 14) 


Chairman: James J. O’LEaAry, Life Insurance Association of 
America 
Topic: Insurance Investments 
Papers: Unusual Features of Life Insurance Investments 
SHERWIN C. BADGER, New England Mutual Life 
Insurance Company 
Direct Placements of Life Insurance Companies 
GEorGE T. CONKLIN, JR., Guardian Life Insurance 
Company of America 
The Valuation of Securities Held by Insurance Com- 
panies 
Harop G. FRAINE, University of Wisconsin 
Discussants: James J. O’LEary, Life Insurance Association of America 
MarRsHALL D. Ketcuum, University of Chicago 
Harry L. SEVERSON, Housing and Home Finance Agency 


Round Table on Business Finance (Room 14) 


Chairman: Donatp M. HAttey, Tulane University 


Topic: Government Financial Aid to Small Business 
Papers: Areas of Government Financial Aid to Small Business 
A. D. H. Kaptan, Brookings Institution 
Insurance of Loans and Direct Lending 
WALTER R. Brimson, Valley National Bank, Phoenix 








Capital Funds 
C#artes H. Scumipt, Board of Governors, Federal 
Reserve System 

Fiscal Policy 
Dan T. Smits, Harvard Graduate School of Business 
Administration 

Summary and Conclusions 
HERBERT E. DovuGatt, Stanford University 


THURSDAY, DECEMBER 28 


2:00 P.M. Joint Session of the American Finance Association and the American 


4:30 P.M. 


6:30 P.M. 


10:00 A.M. 





Economic Association (Red Lacquer Room) 


Chairman: SIMEON LELAND, Northwestern University 


Topic: Taxation and Business Incentive 
Papers: The Tax Factor in Competition from Tax Exempt 
Business 


Harry G. GuTHMANN, Northwestern University 
Taxation of Corporate Income in Relation to Business 
Expansion 

Cart S. SHoup, Columbia University 


Property Taxation in Relation to Investment in Urban 
Areas 


GEORGE W. MITCHELL, State of Illinois 


Discussants: HAROLD M. Somers, University of Buffalo 
RIcHARD B. GoopE, University of Chicago 
RoBErT S. Forp, University of Michigan 


Business Meeting of the American Finance Association (Room 14) 
Election of officers for 1950 and transaction of other 
business 


Dinner Meeting of Past and Present Officers of the American Finance 
Association 
Chairman: Howarp R. Bowen, University of Illinois 


FRIDAY, DECEMBER 29 


Round Table on Investments (Room 14) 
Chairman: BENJAMIN GRAHAM, Graham-Newman Corporation 
Topic: Inductive Tests of Investment Theories 
Papers: Risk Theories and Corporate Bond Experience 
W. Brappock Hickman, National Bureau of Eco- 
nomic Research 
Possibilities of an Experimental Approach to Investment 
Studies 
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O. K. Burret, University of Oregon 


Formula Timing Plans for Institutional Investors 
G. Sipney Cortie, Emory University 


Two Formula Methods for Choosing Common Stocks 
EpWARD S. BARRETT, Auchincloss, Parker & Redpath 


12:00M. Joint Luncheon Meeting of the American Finance Association and 
the American Economic Association (Grand Ballroom) 


Chairman: Joun R. Beattie, Bank of Canada 
Speaker: Joun H. Witt1aMs, Harvard University 
Subject: Monetary Control and the Public Debt 


2:00 P.M. Joint Meeting of the American Finance Association and the American 
Economic Association (Red Lacquer Room) 


Chairman: Fritz Macutup, Johns Hopkins University 
Topic: Reappraisal of the Easy Money Policy 
Papers: The Réle of Interest Rates in a Changing World 
Henry Murpny, International Monetary Fund 
Impact of Low Interest Rates on the Economy 
LEsTER V. CHANDLER, Princeton University 
Discussants: Joun K. LANGuM, Federal Reserve Bank of Chicago 
Howarp R. Bowen, University of Illinois 


Chairman of Committee on Local Arrangements: Ernst A. DAUER, Household 
Finance Corporation, 919 N. Michigan Avenue, Chicago 11, Illinois. 


In addition to these sessions of the American Finance Association, arrangements 
are being made for members of the Association to visit leading Chicago financial 
institutions at definitely scheduled hours. Similar visits in New York last year were 
considered a highlight of the annual meeting by those participating. When arrange- 
ments have been completed for these conducted group visits, members will be 
advised by letter. They will be requested to signify promptly their desire to partici- 
pate in the individual tours, since the number to be accommodated will be limited 
in some cases. It is contemplated that responsible officials of the host institutions 
will explain their policies and operations to the members of each group. It is hoped 
that members of the American Finance Association who participate in the tours 
will actively participate in discussions in the conferences to be arranged. 
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MORTGAGE FINANCING 


INSURANCE COMPANY URBAN MORTGAGE LENDING 
AND THE BUSINESS CYCLE* 


R. J. SAULNIER 
Barnard College, Columbia University 


THE RELATIONSHIP BETWEEN the urban mortgage lending activities of 
life insurance companies and economic fluctuations is, of course, one of 
mutual interaction. There are a number of important ways in which 
cyclical fluctuations in economic activity affect life companies as they 
participate in mortgage financing, and other ways in which these financ- 
ing activities may influence the course of the business cycle. In this 
paper I shall try to outline some of the most significant of these in- 
fluences, drawing heavily on the recently completed studies of mortgage 
lending activities that we have made at the National Bureau of Eco- 
nomic Research. 

While newly assembled data illuminate many aspects of our prob- 
lem, there are other elements of it that are still far from clear. This is 
true particularly of the question: How do the urban mortgage lending 
activities of life companies contribute, if they do at all, to the accentua- 
tion, or possibly to the moderation, of cyclical fluctuations in economic 
activity? This question, it will be readily noted, is a great deal more 
complex than the question of how life company mortgage lending is 
affected by economic cycles, and we may usefully begin with it. 

I think it is correct to say that it is commonly believed that the in- 
vestment activities of insurance companies do not accentuate booms or 
depressions, nor contribute to inflationary or deflationary develop- 


* This article, the following two articles by Ernest M. Fisher and L. Douglas Meredith, 
and the discussions were presented at a joint session of the American Finance Association 
and the American Association of University Teachers of Insurance at New York City on 
December 28, 1949. The general subject discussed at the session was “Mortgage Financ- 
ing.” The program was under the chairmanship of W. A. Berridge, Metropolitan Life 
Insurance Company. 
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ments in the economy for the reason that, unlike commercial banking 
institutions, they are not deposit-creating agencies but are engaged in 
the mere transfer of funds which have been saved out of current income 
(either directly or indirectly) into one form or another of investment. 
The one possibility of their being a disturbance to general economic 
activity growing out of the discharge of this transfer function is that 
the companies may, during periods of economic contraction, allow the 
flow of cash funds which is constantly coming into their possession from 
a variety of sources to accumulate in larger than normal amounts of 
cash balances. Similarly a tendency to dishoard cash during periods of 
expansion, that is, to hold decreasing cash balances relative to their 
cash flows, would appear to have the opposite effect. These develop- 
ments, it is commonly argued, have the effect of slowing down, or ac- 
celerating, the circulation of the money medium and thus of accentuat- 
ing economic contractions or expansions. We cannot examine into the 
question whether such changes in cash balances have actually taken 
place, because we do not have satisfactory measures of the flow of cash 
into and out of insurance companies, but it may be of interest to ob- 
serve that an examination of the combined year-end statements of all 
legal reserve insurance companies shows that the magnitude of these 
changes in cash holdings has never been large relative to all life com- 
pany assets, and certainly not relative to the total monetary circula- 
tion. It is doubtful, therefore, that insurance company cash-balance 
changes can ever have played a large part in the mechanics of generat- 
ing or otherwise influencing economic cycles. Nonetheless this is an 
area that is deserving of far more careful study than it has yet re- 
ceived. If progress is to be made here it must be accomplished through 
the compilation, first, of satisfactory data on the flow of cash through 
life companies. 

Quite apart from the influence that life companies may exert on eco- 
nomic conditions through the medium of changes in their holdings of 
cash, it is of interest for the purpose of this paper to explore the possi- 
bility of their having some impact on the level of economic activity by 
varying the amount of funds invested in urban real estate mortgage 
loans regardless of what happens to their cash holdings. From the point 
of view of the real estate market it makes no difference, when an in- 
creased flow of funds tends to expand construction and possibly to 
increase prices, whether this increased demand arises from a redistribu- 
tion of funds saved out of current income or out of an expansion of the 
money supply. The effect of the increased demand will be to expand 
output, by drawing more resources to this type of capital formation or 
by activating resources already committed to this type of use, and at 
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some point, where additional resources become less available, to expend 
itself mainly in an increase in the prices of new and existing structures. 
A conclusive demonstration of this phenomenon, referring to the earlier 
phases of the present construction boom, will be found in Professor 
Fisher’s forthcoming National Bureau study entitled “Urban Real 
Estate Markets and Their Financing Needs.” Such a diversion of eco- 
nomic resources and increase in real estate prices is commonly asso- 
ciated with high and rising levels of activity through the economy as a 
whole, and I think it is unnecessary for me to present the conventional 
argument showing that expanded real estate activity plays an impor- 
tant part in stimulating general economic expansion. The analogy that 
may be drawn here between an expansion in the demand for such con- 
sumer goods as automobiles, made possible by an expansion of con- 
sumer instalment sales credit, and an expansion of housing demand, 
made possible mainly by an expansion of mortgage credit, is perhaps 
obvious. It is immaterial in the case of consumer goods demand whether 
the credit is, or is not, transfer credit; likewise, the expansion of housing 
demand registers its economic effect regardless of the types of funds 
which are used in the supporting credit extensions. 

At this point a necessary qualification must be made. Expansions in 
specific capital-uses of the sort I have mentioned could not create deep- 
seated distortions in the whole pattern of capital-use if the redistribu- 
tion of funds from one sector of the economy to another would lead to 
a rise in interest rates in the deprived sector and in this manner check 
the redistribution of resources before it could produce a non-main- | 
tainable and harmful pattern of resource-use. In the typical business 
cycle, however, the tendency for interest rates to rise is aborted by an 
expansion of the monetary medium. 

The mortgage market is subject to rather special conditions in this 
respect. In this market it has been the clearly avowed objective of pub- 
lic policy to prevent interest rates from rising, on grounds that are, I 
assume, familiar to all. The result is that we have lost the means by 
which the money market, in this case the mortgage segment of the 
money market, if left to its own devices would avoid an overextension 
of credit. This circumstance has been supplemented, of late, with an- 
other condition, namely, the loss of effective control over credit expan- 
sion generally, so that there cannot be a credit “shortage” in the same 
sense as formerly. Within the present framework of public policy it is 
unlikely, indeed, that an unappropriate expansion of capital formation 
in the construction industries—at least in the field of residential con- 
struction—would be allowed to suffer any hindrance from a capital 
tightness, or any tendency for interest rates to rise. It is far more likely 
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that at the first signs of any tightness in the mortgage credit market 
steps will be taken to ease credit conditions, as in the current program 
which provides a “secondary” market for loans secured by urban prop- 
erties. 

We may turn now to an analysis of how insurance company invest- 
ment activities in the urban mortgage market have varied in past peri- 
ods of expansion and contraction. For a number of reasons this must be, 
in the main, an account of the changes that occurred in the late twen- 
ties and early thirties. There are a number of ways of representing this 
activity but we may turn first to the series which measure the amount 
of credit outstanding. It is observed, first, that the highest point 
of the urban mortgage loan outstandings of insurance companies came 
in 1931, with no turndown until 1932, though the rate of increase of 
outstandings began to slacken as early as 1927. This slackening of the 
rate of growth of outstandings came late as compared with the move- 
ment of the curve of outstandings for all institutional holders of urban 
mortgage debt combined, and also as compared with the curve of all 
corporate and non-corporate mortgage indebtedness, which began its 
decline in 1930. 

This evidence, though rough, at least shows no tendency for insur- 
ance companies to lead other lending agencies as regards changes in 
the amount of credit which they have committed to the mortgage 
market. However, a downward movement of outstandings is difficult to 
interpret in any case, since it may mean only a shift of assets from the 
loan to the owned real estate account, which would, of course, have a 
quite different effect on economic conditions generally from an actual 
repayment of debt. It is more illuminating, I believe, to use as a means 
of measuring investment activity series giving the volume of new 
mortgage loans actually made. Unfortunately these cannot be corrected 
for the inclusion of advances of credit that are merely a refinancing of 
existing debt, nor can they be subdivided into credits extended on new 
as against existing structures. But they are nonetheless of interest. 

For all principal institutional lenders combined—that is, insurance 
companies, commercial banks, savings and loan associations, mutual 
savings banks and, after 1933, the Home Owners’ Loan Corporation— 
the volume of new loans extended on 1—4 family structures was remark- 
ably steady in 1926, 1927, and 1928; there was a relatively mild decline 
in 1929, followed by a very sharp decrease through 1933. Contrasting 
with these totals, insurance companies did not begin to contract their 
new lending volume until 1930. Up until that time their volume of new 
1-4 family urban mortgage lending had increased steadily, though the 
rate of this increase had decreased rapidly in the late years of the ex- 
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pansion. However, when insurance company lending in this area did 
begin to contract it did so at a far more rapid rate than that of any 
other institutional lender. 

Supporting our conclusion based on the movement of the curve of 
outstandings, this record affords little or no support for the view that a 
retrenchment of credit by life companies in the home financing field in 
any sense precipitated contractive developments in 1928-29. 

Again, in 1937 there was a quite sharp increase in the volume of new 
lending by life companies on 1-4 family properties, but there is no evi- 
dence of there ever having been any contraction of new credit expansion 
in 1938; all that happened in that year was that insurance company 
lending leveled off. While this may have been contractive in its effect 
on the real estate market and on the economy generally, it would not 
appear, on the basis of their annual data, to have come early enough to 
have played a significant role in precipitating the 1938 contraction. 
The volume of new lending began to increase again in 1939 and con- 
tinued to do so until 1942, when the wartime decline in lending ac- 
tivity set in. 

Turning now to the activities of life insurance companies in lending 
on urban properties other than those in the 1-4 family category, we 
observe that they followed a pattern roughly similar to that charac- 
teristic of loans on the small residential structures, though the peak of 
activity came a little later in the thirties, and the decline in 1930 was 
precipitous. Taking both types of lending together, a study of the ac- 
tivities of fifty large companies shows that there was an excess of new 
credits advanced over reductions of the loan account (that is, a net 
credit increase) until 1932, though it was declining after 1926. In gen- 
eral, it is difficult to find evidence of a policy of actual credit restraint 
in these data. 

We may now consider the second principal way in which the mort- 
gage lending activities of life insurance companies may have had a tend- 
ency to aggravate cyclical conditions. I refer to the possibility that the 
terms on which insurance companies have made mortgage loans, 
through a liberalization or tightening of credit at critical points in 
the business cycle, may have contributed to economic fluctuations. 
In order to trace changes in lending terms with some sense of con- 
fidence in the indicated trends it is necessary to distinguish between 
the terms characteristic of loans on smaller residential structures— 
1-4 family dwellings—and the terms characteristic of loans secured by 
other properties—including large residential rental properties and com- 
mercial structures such as office and loft buildings, stores, hotels, thea- 
ters, etc. It would be interesting, of course, if we could analyze lending 
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terms in much greater detail, distinguishing among a larger number of 
different classes of property, but for the moment the character of the 
data we have to work with prohibits anything beyond this simple dis- 
tinction. 

The data I shall use are taken from a sample of urban mortgage loans 
made from 1920 to 1946 by twenty-four leading life insurance com- 
panies. The loans in the sample have been classified according to the 
year in which they were made and then, for the loans of each year, 
weighted averages have been computed of the three major dimensions 
of original contract terms—the interest rate, the length or maturity of 
the contract, and the ratio of the amount of the loan to the appraised 
value of the property. 

With respect, first, to the terms on loans secured by 1-4 family 
houses, the first thing to be noted is that interest rates on new loans 
tended to fall, on the average, from 1922 through 1926 and then began 
to tighten slightly. Rates reached a 6 per cent level in 1929, which was 
held almost without change, before the longer and more pronounced 
decline of the thirties started in 1933. However, before we attribute 
much importance to these changes in money costs it must be remarked 
that they were very moderate changes, indeed, amounting at most to a 
small fraction of 1 per cent. 

However, such changes as did take place in contract interest rates 
over these years were remarkably closely correlated with construction 
activity, falling when construction rose and rising as it fell. Comforting 
as this relationship may be to our a priori notions as to the internal 
mechanics of our economic system, it must be reported that the picture 
is seriously altered when we examine the other two principal dimensions 
of the loan contract. Average contract lengths rose almost steadily 
from 1924 through 1932 and loan-to-value ratios rose steadily, though 
at a declining rate, from 1921 through 1930. By these two measures, at 
least, the home mortgage lending policies of life companies were liber- 
alized throughout most of the twenties. It is hard to say what, after 
1926, was the net effect of these conflicting tendencies. At any rate, it is 
clear that such restrictive influences as were exercised by the slightly 
rising interest rate were offset in part, if not wholly, by the easing of 
other mortgage lending terms. When we couple these findings with our 
earlier observation that the actual volume of new home mortgage loans 
made by life companies did not decline until 1930 it seems unlikely, in- 
deed, that the developments we have noted could have exercised a sig- 
nificantly restrictive influence on mortgage credit in these crucial last 
years of the twenties. A more reasonable conclusion, perhaps, is that 
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the insurance companies moved along with the whole economy, that is, 
in the general direction of expansionary finance. 

Before we turn to other considerations, let me observe that this ac- 
count of changes in mortgage lending policies needs to be qualified in at 
least two ways; these qualifications, incidentally, apply with equal 
force to the analysis of changes in the terms characteristic of loans se- 
cured by larger, commercial properties, which I shall consider in a mo- 
ment. The first qualification is that the data I have reviewed, which 
are the only data I know of that give us the record of current lending 
terms, do not altogether correctly represent actual borrowing costs to 
the mortgagor and are therefore inadequate for a complete analysis of 
the effect of mortgage lending terms on the willingness of individuals to 
invest in home ownership. Until the early thirties it was customary for 
individuals to pay fees to mortgage brokers, or to others in the mort- 
gage market, as a compensation for “placing” their loans, that is, for 
the agents’ services in finding a willing lender. These fees varied with 
credit conditions, and with conditions of competition in particular 
markets, but a 2 per cent rate was not unusual. There is some possibility 
that a more severe tightening of effective borrowing costs took place 
during the late twenties than is evidenced by the rise in average con- 
tract interest rates. As it became more difficult for brokers to find 
lending agencies, they raised their finder’s fees thereby increasing the 
cost of mortgage funds to the borrower. On this point, however, we 
have no systematic information. 

The second qualification is that, even before the break in real estate 
prices and the beginning of the wave of foreclosures, preceded as it was 
by an increase in contract defaults, there may have been a restriction 
of credit in the sense of an increased proportion of loan applications 
being turned down, even though lending terms appear to have con- 
tinued, on balance, to be liberalized. Whatever the facts may be, and 
we have no data on which to rely, this did not lead to a decline in new 
lending activity until 1930. It would be surprising, however, if there 
had not been growing skepticism among lenders in this period. By 1935 
more than 40 per cent of the combined loan and real estate accounts of 
ten leading life companies consisted of delinquent loans and foreclosed 
real estate. Of course, this condition was built up over a period of years, 
and the growing seriousness of loan delinquency in the late twenties 
and early thirties must have contributed markedly to a tendency to 
tighten credit standards. 

Another condition making for credit constraint during such periods 
is the sharp decline in current gross earnings on mortgage loan port- 
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folios. As increasing numbers of loans became delinquent on interest 
account, gross portfolio income declined, making other uses of funds 
relatively more attractive. I cannot cite data on this point pertaining 
to insurance companies, but I can give you some interesting facts con- 
cerning commercial banks, and there is no reason to believe that the 
experience of the banks during these years was substantially different 
from that of the insurance companies. If we take the amount of income 
actually earned on the mortgage loan accounts and relate this, year by 
year, to the average amount of the mortgage loan balances outstanding, 
we find that the gross return fell from 6 per cent in 1930 to 4.5 per cent 
in 1934. Unfortunately, we cannot make calculations of net returns on 
mortgage investments but it is clear, at least, that mortgage servicing 
costs rose over this period. On the assumption that these costs were .75 
per cent of average holdings in 1929 and that they doubled by the year 
1934 we arrive at the conclusion that the net return on mortgage in- 
vestments in the early thirties was close to 3 per cent. Under these 
circumstances it is not unreasonable that lenders were retiring from the 
field, whatever the condition of loan demand. 

We may turn now to the question of changes in contract interest 
rates and other terms on loans secured by properties outside the cate- 
gory of 1-4 family structures. Again interest rates fell while construc- 
tion was increasing, but began to rise in 1928 slightly before the decline 
in building. The evidence regarding changes in loan-to-value ratios and 
contract maturities is more irregular but there seems, in general, to 
have been a liberalization of terms until 1927 or 1928, followed by a 
tightening. All in all, it would appear that insurance company lending 
policies in this field followed the fairly conventional cyclical pattern, 
easing during expansion and tightening during contraction, and that 
there was little if any lead of their terms over construction activity. 

So much for the effect of insurance company lending on mortgage 
financing conditions in the late twenties and early thirties. What of 
more recent economic fluctuations? In the years intervening between 
the troughs of 1932 and 1938 there was a steady lowering of interest 
rates, a steady increase in contract maturities and an unbroken record 
of steady liberalization of loan-to-value ratios. Finally, as regards the 
amount of credit extended, the year 1938 witnessed merely a flattening 
out of the curve of expanding mortgage credit activities. The period 
witnessed a veritable revolution in lending terms, with interest rates 
on 1-4 family dwelling loans reduced by nearly one-third from 1932 to 
1940, the average maturity of loan contracts tripled, and the loan-to- 
value ratios raised by about one-half. There is remarkably little in this 
record to support any conclusion other than that the insurance com- 
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panies have participated fully in the general liberalization of lending 
terms which characterized the whole period of the twenties. 

One final remark, before I turn to another aspect of our problem: 
credit relaxation is a means of economic stimulation that must, by its 
very nature, be eventually exhausted. I believe there is ample evidence 
for stating that in the great credit revolution of the thirties, and in the 
following forties, this particular means by which the economic process 
can be stimulated through the agency of private financial institutions 
was largely exhausted. I shall have a few more observations to make on 
this theme at the conclusion of the paper. 

Having explored the most important ways in which the activities of 
life insurance companies in lending on the security of urban properties 
may have influenced cyclical fluctuations in the economy at large, we 
may turn to the other side of our problem, namely, how economic con- 
ditions have affected the mortgage investing of life companies. First, a 
decline in construction activity, and in the transfer of existing prop- 
erties, means a lessened demand, often a sharply lessened demand, for 
mortgage credit. It is difficult to determine to what extent such reduc- 
tions in lending activity are due to decreases in demand, but we can 
say, on the basis of the facts reviewed above, that it was not until 1932, 
at least, that the decrease in demand could have been brought about 
by an explicit tightening of credit terms. It seems reasonable, therefore, 
to conclude that the first and most important effect of cyclical fluctua- 
tions on mortgage lending by life companies is a sharp contraction in 
the demand for their credit resources. Unfortunately we have no data, 
nor are there any that I know of anywhere, on the proportion of firm 
applications that were rejected in these years. 

The second effect of the cycle is that it produces definite alternations 
in the quality of mortgage credits. Furthermore, it would appear that 
this can be attributed in the main to economic circumstances with no 
noticeable degree of complicity in the development on the part of those 
responsible for the selection of credit risks. This is an engaging theme, 
and I should like to present some new facts concerning credit experi- 
ence which bear it out. 

The evidence of our National Bureau studies of mortgage credit ex- 
perience shows clearly that the quality of the loans made on mortgage 
security during periods of peak economic activity is low relative to the 
quality of those made during periods of depressed economic conditions. 
It would be equally true to say that loans made during periods of high 
construction activity and high real estate prices are inferior in quality 
relative to those made during periods of low construction activity and 
low real estate prices. I shall not burden you with all the data that can 
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be marshaled to support this point, but I can summarize the factual 
basis on which the statement is made by saying that loans made in the 
early years of the twenties went to foreclosure in but 2 to 3 per cent 
of the cases, whereas those made in the last years of the twenties—1927, 
1928, and 1929—went to foreclosure in something like 25 to 30 per cent 
of all cases. Again, the loans made in the depth of the depression of the 
thirties went to foreclosure in a very low percentage of all cases, some- 
thing under 3 per cent. 

This observation that the poorest loans are made during periods of 
peak activities and the best loans during periods of depression and early 
recovery may seem somewhat paradoxical, if not an outright error of 
fact, but some consideration of the circumstances of mortgage lending 
will suggest at once that no other condition could really be expected to 
prevail. When loans are made at peak real estate prices the future that 
lies before them, though this is not known at the time, is one of de- 
clining real estate values, and of individual and business incomes—all 
conditions calculated to produce loan delinquency and eventual de- 
fault. On the other hand, loans made during a period of low real estate 
prices, and on the basis of the conservative appraisals which charac- 
terize such periods, have before them, though again it is not known at 
the time, a period of rising prices and incomes and a general strengthen- 
ing of the equities of owners. Naturally, every step forward in the 
course of economic recovery strengthens the loan and improves its 
quality, just as every step in the direction of economic deterioration 
worsens those loans made at the peak. In a sense we can say that there 
is a cyclical pattern to investment errors, though the meaning of the 
word “error” in this context is not altogether clear. 

It is interesting to ask whether this cyclical pattern of investment 
errors, which, incidentally, has its counterpart, so far as I know, in 
every type of lending activity, is due to an excessive liberalization of 
credit standards during the peak periods and whether the better per- 
formance and quality of loans made in the trough are due to a tighten- 
ing of credit standards, that is, whether there is any degree of com- 
plicity in this situation on the part of those responsible for the selection 
of credit risks. This is not an easy question to answer, but I doubt very 
much that the relatively low quality of loans made in the years 1927-29 
was attributable to excessively liberal loan standards, or to a tendency 
for these standards to have been liberalized markedly in the last 
phases of that boom. Indeed, we have already seen that lending terms 
were either neutral in these years, in the sense of being fairly stable, or 
were showing some tendency to tighten. Experience would suggest 
that during such periods the lending agencies should, from the view- 
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point of individual financial prudence, at least, tighten the contract 
terms which they offer borrowers by raising interest rates, lowering 
loan-to-value ratios and shortening contract maturities. Clearly, this 
was not done in any marked degree and in this sense—by maintaining 
terms fairly constant—it may be said that mortgage lending agencies 
have been mainly responsible for their own unfortunate record of fore- 
closures. 

There is one final way in which cycles of economic activity affect life 
insurance company mortgage lending, namely, through the effect that 
these cycles have on the values of real estate and thus on the experi- 
ence of these companies in disposing of owned properties. There is some 
temptation, when one has the benefit of hindsight, to say that com- 
panies would have been well advised in the years since 1932-33 to have 
postponed the sale of foreclosed properties and thus to have taken ad- 
vantage of higher real estate prices on the upside of the cycle. 

Whatever may be the merits of this as an investment policy, the fact 
is that insurance companies, and I am sure this is true also of other 
types of lenders, do not behave in this manner, and for very good rea- 
sons. In fact, the criterion that would appear to be followed by many 
mortgage financing agencies in disposing of their properties is to sell 
property just as soon as it is possible to effect a sale without substantial 
loss of capital. There appears also to be a second criterion in these mat- 
ters which is to sell properties, and to take losses, when, as, and if the 
other investment operations of the agency produce an income sufficient 
to absorb these losses without doing substantial damage to the com- 
pany’s earning record or, what is more serious, to its capital. Whatever 
may be our judgment of such criteria from the viewpoint of our interest 
in maintaining economic stability, it is clear that we have a conflict here 
between this interest and the interests of financial conservation. 

On the basis of this description of how insurance companies affect, 
and are affected by, cyclical fluctuations in economic activity, let me 
return briefly to the point I referred to earlier, namely, that the re- 
laxation of credit terms as a means of stimulating a lagging economic 
system is a device which, in our present credit market, is being rapidly 
exhausted. A brief consideration of the facts regarding credit terms will 
reveal how this has come about. First, we have been operating in a 
money market characterized by a continuing insistence on low and de- 
clining rates of interest, mainly to ease the problem of financing the 
public debt, and by a virtual disappearance of effective control over 
expansions of the money supply, also due to the insistence of our mone- 
tary authorities on an easy money policy. Mortgage lending agencies 
have not been immune, by any means, from the effects of these develop- 
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ments. The results of this may be seen in the remarkable decline in in- 
terest rates since the early thirties and the general liberalization of loan 
contract terms. The interesting and significant point is that there is no 
real chance of interest rates going much if any lower, because they are 
now at a level at which the net return to the lending agency, after 
meeting the costs of acquiring and servicing mortgage loans, is no high- 
er than the return on riskless investments in the public debt itself than 
is necessary to provide the extra return needed to set up adequate loss 
reserves. I am not going to review the factual basis of this statement 
but I shall merely state that it is based on a careful study of mortgage 
lending costs and returns, and that I make it with confidence. Second, 
loan-to-value ratios have now reached the point where, with the excep- 
tion of the so-called conventional, that is, non-insured and non-guaran- 
teed loans lenders are left with no further freedom to relax credit; in- 
deed, it might be argued that they have already gone past the per- 
missible limit in this matter, certainly so far as that limit is indicated 
by the common rules of financial prudence. Finally, maturities have 
now been extended to the point where any further extension wil! have 
effects on the monthly payment requirements under loan contracts that 
are not likely to be of any great consequence in stimulating home pur- 
chases. 

The sum of these changed conditions is that we are left at this time 
with no appreciable means within the framework of the private finan- 
cial system itself by which economic conditions can be stimulated by 
the conventional means of liberalizing credit terms. That we have little 
if any chance of tightening terms should the circumstances develop 
that would indicate such a turn of credit policy is fairly well demon- 
strated by the recent legislation setting up what is termed a secondary 
market for mortgages. This legislation shows, better perhaps than any- 
thing else that has transpired in recent years, how far we are prepared 
to go to avoid an increase in mortgage interest rates. There is nothing 
wrong with the current supply of private mortgage money that could 
not be cured by a rise of about one-half of 1 per cent in the borrowing 
rate, though this is a view which has few supporters. In any event in 
view of the force of the non-economic considerations which now act on 
the housing market it is likely that credit policy will follow a different 
course in relation to economic fluctuations in the calculable future from 
what it has in the past. 
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CHANGING INSTITUTIONAL PATTERNS 
OF MORTGAGE LENDING 


ERNEST M. FISHER 
Columbia University 


AN ATTEMPT TO SUMMARIZE recent institutional changes in mortgage 
lending requires a review of some of the outstanding characteristics of 
recent decades which have created the environment in which institu- 
tional change has occurred. Such a review can make no pretense of pre- 
senting a complete statistical picture—the data are too fragmentary 
and scattered. 

As these decades recede into history, there is some justification for 
setting down some of their salient aspects. In this paper, therefore, will 
be found a mixture of quantitative material and qualitative observation 
which, it is hoped, will serve at least as a useful summary and reminder 
of some things we tend to forget and a record for those who will struggle 
with some aspects of the same problems that have confronted us— 
when our memories are no longer available. 

Some of the outstanding characteristics of the decade of the twenties 
relevant to our purposes are, then, first appropriate. The general eco- 
nomic expansion of that period found no more dramatic expression in 
any area than in that of mortgage lending. The expansion of mortgage 
lending was, in turn, a manifestation of a rapid expansion of our urban 
real estate inventory. Unfortunately, this expansion cannot be meas- 
ured with a satisfactory degree of accuracy. The estimates approach 
their greatest accuracy in connection with the expansion of our resi- 
dential facilities. During the decade 1920 to 1929, according to the best 
evidence available, new construction accounted for about 7 million 
dwelling units, reflected in an increase in inventory from an estimated 
17.6 million dwelling units in 1920 to nearly 23.3 million in 1930, an 
increase of over 32 per cent.’ The highest rate of expansion in one year 
was in 1925 when there were added approximately 937,000 dwelling 
units.” This is a mark which has now been reached in the fourth year 
of the fantastic post-World War II boom. 

Likewise, a rapid rate of expansion occurred in office structures and 
industrial plants. But this expansion cannot be measured as accurately 
as can the expansion in residential facilities. And the most spectacular 


1. Fifteenth Census of the U.S., 1930, Population, Vol. V1, Table 16, p. 11; Housing 
Statistics Handbook (Housing and Home Finance Agency, 1948), p. 2. 
2. Ibid. 
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expansion of the twenties was in subdivision lots at the periphery of 
our older communities, and in the creation of new communities, at least 
on paper. Only in a few localities has this expansion been measured. 

There was also a rapid increase in home ownership during the dec- 
ade. The number of owner-occupants increased by about 50 per cent, 
from a little over 7 million to about 10.5 million.’ 

The expansion of real estate facilities occurred largely on the basis of 
extension of credit secured by mortgage liens. Undoubtedly, land and 
improvements existing at the beginning of the period also served as a 
base for expansion of credit. But it is impossible to segregate these two 
elements in the credit expansion. 

Indebtedness on owner-occupied homes, not on farms, in 1920 was 
estimated at over $6 billion, secured by liens on approximately 40 per 
cent of the homes.‘ There is no comparable figure for 1930. The Home 
Loan Bank Board estimate of indebtedness on all 1-4 family houses 
in 1930 is $21.3 billion, a rise of 63.6 per cent from 1925 to 1930.5 
Wickens’ estimate of indebtedness on residential facilities of all types 
in 1934 is $26.1 billion. 

Comparable rates of expansion are reflected in the assets of lending 
institutions over the same period. Reported assets of savings and loan 
associations increased from $2.5 billion in 1920 to $8.8 billion in 1930, 
an increase of about 250 per cent.’ Estimates of credits extended by 
banks on real estate security during that period are unsatisfactory, but 
from 1922 to 1930 these assets in all banks increased from an estimated 
$3.5 billion to $10.4 billion, or approximately 200 per cent.® If the rec- 
ord for mutual savings banks were more complete, it would probably 
show a larger proportionate expansion of their credits secured by real 
estate. Life insurance company investment in mortgages secured by 
real estate other than farms increased during the decade from $1.2 bil- 
lion to $5.5 billion, or about 360 per cent.® All real estate mortgage in- 
debtedness is estimated to have increased from $12.1 billion to $33.1 
billion, or 174 per cent.”° 

3. Fifteenth Census, ibid. 

4. Mortgages on Homes in the United States, 1920, Census Monographs II (Washington, 
D.C.: Department of Commerce, 1923), p. 43, and Table 6, p. 41. 

5. Statistical Summary, 1948 (Home Loan Bank Board), Table 14, p. 14. 

6. David L. Wickens, Residential Real Estate (New York: National Bureau of Economic 
Research, 1941), p. 205. 

7. H. Morton Bodfish, History of Building and Loan in the United States (Chicago, 
0) "Betkees before the Subcommittee on Housing and Urban Redevelopment of the 
Special Committee on Postwar Economic Policy and Planning, U.S. Senate, 79th Cong., 
Part 15, p. 2185. 

9. Life Insurance Fact Book, 1949 (New York: Institute of Life Insurance), p. 63. 


10. Statistical Abstract of the U.S., 1947 (U.S. Department of Commerce), Table 371, 
p. 360. 
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Included in this total is the large volume of mortgage bond issues, 
estimates of the amount of which vary between $5 billion and $10 bil- 
lion in 1935, rising to this sum from an estimated $300 million outstand- 
ing around 1920." Guaranteed mortgages, including participations, in 
the New York area rose from $0.5 billion in 1921 to $2.9 billion in 1930.” 
There are no estimates of the amount of credit outstanding on land 
contracts or of the total assets of land contract and second-mortgage 
companies, though we do know that in some sections of the country 
these two items bulk large in the total indebtedness situation. One of 
the largest segments of the indebtedness, by source, is that of individu- 
als and miscellaneous types of organizations such as foundations, insti- 
tutions, and so forth. Undoubtedly, credits from these sources were 
likewise greatly increased during the twenties. 

Some of the characteristics of this indebtedness are important to an 
understanding of institutional changes which have occurred since that 
era. Very little quantitative information is available about these char- 
acteristics. General observation suggests that most of these obligations 
carried no amortization requirements, with the exception of mortgage 
bond issues, land contracts, and building and loan mortgages. It is like- 
ly that most second mortgages carried provisions for some amortiza- 
tion. The first-mortgage indebtedness was of a “standing” type. In- 
stitutional advances were for the most part secured by first liens in an 
amount representing so-called conservative loan-value ratios. Publicly 
supervised institutions were restricted by law, for the most part, to 
mortgages representing not more than 663 per cent of the appraised 
value of the security when the advance was made. It seems to be a gen- 
eral impression that these legal restrictions were an incentive in the 
direction of causing appraisals to be made to fit the legal requirements 
rather than an effective limit on the amount which could be loaned 
on the security. 

Interest rates were at a level which now appears high, but during the 
latter part of the decade were declining. When the discounts and re- 
newal charges and other costs to the borrower are added to the nominal 
interest rate, the costs of securing credit were probably considerably 
higher than nominal interest rates. 

Thus, as the market softened toward the end of the decade, the credit 
situation was of such a character as to accentuate the difficulties which 
developed. As a result, we rode into the thirties with the stage well set 

11. Evans Clark, Ed., The Internal Debts of the United States (New York, 1933), Pp. 74; 
and Sabath Committee, Report No. 35, 74th Cong., Union Calendar No. 21, January 29, 
1935. 


12. Report of George W. Alger, Moreland Commission, to Governor Herbert H. 
Lehman, 1934, Pp. 9. 
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for the debacle signalized by the stock market crash in the fall of 1929. 

The circumstances of the early thirties are still too vivid in recollec- 
tion to need any detailed description. Wholesale foreclosures (which 
reached an estimated rate of 1,000 a day) occasioned by unemployment 
and loss or decline of income, the events leading up to and including the 
bank holiday, all constituted the stage setting for the creation of new 
institutions, for widespread adoption of new lending methods and tech- 
niques, and for an almost universal preference for liquidity, the impli- 
cations and results of which we may still be unable to appraise because 
of our nearness to the events. 

By the middle of the decade, home ownership had shrunk; outstand- 
ing indebtedness had been reduced by foreclosure; lending institutions 
held large amounts of real estate assets rather than obligations secured 
by these assets; the mortgage bond issue episode had contributed its 
share to the wave of popular sentiment that found expression in the 
legislation establishing new institutions, new methods of operation, 
and new attitudes. Among the new institutions which appeared in this 
period, some of which may prove to have been ephemeral but most of 
which have become embodied in our institutional structure, are the 
Home Owners’ Loan Corporation, the Home Loan Bank System, fed- 
eral savings and loan associations, the Federal National Mortgage As- 
sociation, the Federal Housing Administration, and the Securities and 
Exchange Commission. 

From 1935 to 1940 there was a modest revival of building construc- 
tion; interest rates continued to decline; longer mortgage terms became 
common; and the principle of amortization, especially in connection 
with the financing of residential facilities, was widely accepted. Insti- 
tutional mortgage portfolios shrank to minimum proportions by the 
middle or latter part of the decade and began a gradual increase there- 
after. Savings and loan association assets had shrunk from an estimated 
$8.8 billion in 1930 to $5.7 billion in 1940, having reached their low 
point of the decade in 1939.3 Life insurance company mortgages on 
non-farm real estate reached a low point of $4.2 billion in 1936, rising 
to $5.1 billion in 1940."* Real estate loans of banks reached the low 
point of $8.5 billion in 1936 and rose to $9.3 billion in 1940.5 Total ur- 
ban mortgage debt declined to $25.8 billion in 1936 and 1937, and rose 
to $27.3 billion in 1940."° Mortgages on urban 1-4 family houses reached 
the low point of $17.3 billion in 1937 and rose to $19.1 billion in 1940.” 

13. Statistical Summary, 1948, Table 7, p. 7. 
14. Life Insurance Fact Book, 1949, p. 63. 
15. Hearings, op. cit., Part 15, p. 2185. 


16. Statistical Abstract, 1947, Table 371, p. 360. 
17. Statistical Summary, 1948, Table 14, p. 14. 
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The percentage of total mortgage loans on non-farm homes held by 
institutions changed slightly during the decade. The portion of the 
total debt held by savings and loan associations declined during the 
decade from 30.1 per cent to 21.4 per cent. Life insurance holdings rose 
from 8.1 per cent to 9.2 per cent. Commercial banks retained about the 
same proportion, 11 per cent. The mutual savings bank portion declined 
a little. The Home Owners’ Loan Corporation (created in 1933) in 1940 
held 10.2 per cent, while the proportion of total indebtedness held by 
individuals and miscellaneous institutions remained about the same.*® 
While the percentage of all homes occupied by their owners had de- 
clined from 46.0 in 1930 to 41.1 in 1940, the number of owner-occupied 
homes had increased to 11,413,000, or about 10 per cent, during the 
decade.*® 

A conspicuous and significant change in the character of mortgage 
securities had occurred by the end of the decade as a result of the 
operations of the Federal Housing Administration, the Federal Na- 
tional Mortgage Association, and the Home Loan Bank System. For 
the first time in the history of our country, urban mortgage debt had 
acquired a degree of shiftability which had never been known before. 
This attribute was most prominent in the FHA insured mortgages, but 
through the facilities of the Home Loan Bank System uninsured mort- 
gages held by member institutions had also acquired this attribute to 
some extent. Federal Reserve Banks had been authorized to discount, 
under certain conditions, mortgages presented as collateral for advances 
to member banks. 

Through the operations of the FHA there had occurred a change in 
institutional functions which was important. The insuring operations 
shifted a considerable portion of the liability for losses from the 
shoulders of mortgage lending institutions to those of the FHA. In as- 
suming the major portion of the risk of losses, the FHA had to develop 
methods of appraising the risk which it assumed. The methods it de- 
veloped began to acquire widespread acceptance and influence in the 
processing of applications for mortgage loans whether insured or un- 
insured. 

Thus, the record of the decade of the thirties is cluttered with the 
débris of a major collapse of mortgage credit and studded with the 
manifest symbols not only of salvage operations but also of new insti- 
tutions and of a major shift in the functions of those which survived 
the catastrophe of the first part of the decade. 

The decade of the forties opened with the shadows of war the pre- 


18. Ibid. Data computed. 
19. Sixteenth Census of the U.S., 1940, Housing, Vol. IV, Table 2, p. 3. 
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dominant characteristic of economic life. The attendant distortions per- 
vade the whole decade; and without stopping to enumerate their de- 
tailed manifestations it is possible here only to indicate some of their 
effects, specifically in terms of some of the series which have been used 
in characterizing previous decades. 

Mortgage indebtedness on 1-4 family non-farm houses increased 
from 1940 to midsummer 1949 from $19.1 billion to $34.3 billion, or 
approximately 80 per cent;?° the number of owner-occupied homes in 
non-farm areas increased from 11.1 million to roughly 20 million, or 
80 per cent." Additions to the inventory of residential facilities, though 
kept at a minimum during the course of the war, have attained a vol- 
ume which is likely during the current year to surpass the peak reached 
in 1925, and during the decade has already added more than 5,400,000 
dwelling units to the inventory, or nearly 20 per cent to the total num- 
ber standing in 1940.” Savings and loan association assets have in- 
creased to more than $13 billion, a percentage increase of 130.3 Life in- 
surance company investments in mortgages other than farm have risen 
to $10.9 billion at the end of 1948—almost double the amount held in 
1940.74 Real estate loans of all insured commercial banks have risen 
from $4.5 billion to $10.7 billion as of December 31, 1948, an increase 
of 138 per cent;?5 those of mutual savings banks from $4.8 billion to 
over $6 billion.“ The Federal National Mortgage Association is re- 
ported in the late summer of 1949 to have held VA and FHA mortgages 
in the amount of $637 million and to have outstanding commitments to 
purchase an additional $722 million—a total of $1.4 billion.’ 

One of the major influences reflected in this expansion is the liberali- 
zation of credit terms which has occurred during the decade. Beginning 
at the time of the establishment of the Home Owners’ Loan Corpora- 
tion and the Federal Housing Administration, the lengthening of the 
term of mortgages on residential facilities, the reduction in the amount 
of the required down-payment (or conversely, the increase of the 
loan-value ratio), and declining interest rates have all contributed to 
this liberalization of credit. Introduced in the middle thirties to coun- 


20. Statistical Summary, 1948, Table 14, p. 14, and Federal Reserve Bulletin (August, 
1949). 
21. Federal Reserve Bulletin (August, 1949). 

22. Housing Statistics Handbook, p. 2, and Housing Statistics (October, 1949, Housing 
and Home Finance Agency), p. iii. 

23. Savings and Loan News, Vol. LXIX, No. 11, p. 32. Estimated as of December 31, 
1948. 

24. Life Insurance Fact Book, 1949, page 63. 

25. Federal Reserve Bulletin (August, ~ oh p. 958; ibid. (July, 1947), p. 872. 

26. Statistical Abstract of the U.S., 1944-45, D. 335, and Mutual Savings Banking, Vol. 
XXIII, No. 5 (October, 1949), p. 2. 

27. Housing Statistics (October, 1947), Table 30, p. 40. 
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teract the forces of depression, this liberalization has been pushed in 
the war and especially in the postwar period until it has reached what 
appears to be almost the ultimate. 

An important element in this development has been the new institu- 
tion which appeared late in the war: the Servicemen’s Readjustment 
Act of 1944 established the function in the Veterans Administration of 
guaranteeing or insuring mortgage loans made to veterans. The effect 
of the operations of the Veterans Administration has been to reduce 
the required down payment virtually to zero and to press interest rates 
toward a lower level than previously prevailed. In amendments to this 
Act, the permissible term of the mortgage loan has been extended to 
25 years, and 30- and 40-year terms are contemplated in pending 
legislation. 

In the meantime, mortgage insurance offered by the FHA has been 
extended to cover a larger proportion of the total price or cost of resi- 
dential facilities, especially to those producing new construction, and 
the permissible mortgage term increased in some instances to 40 years. 
The Federal National Mortgage Association has been employed in 
varying measure to establish and maintain a so-called “secondary 
market’’ for both FHA and VA insured and guaranteed mortgage loans. 
Portfolio and other lenders can now originate FHA and VA loans with 
the intention of selling them immediately to the FNMA, and under a 
commitment by FNMA to buy. Under this operation, it has become a 
fine question in semantics whether the FNMA functions, in fact, as a 
secondary or a primary source of mortgage funds. 

As we approach the end of the decade, it appears that of the total 
mortgage indebtedness on 1-4 family dwellings of some $34 billion, ap- 
proximately $15 billion, or between 40 and 45 per cent, is protected by 
some form of government insurance or guaranty.”* The decade of the 
forties then, in summary, has covered events as varied as those of the 
thirties, and in some respects more spectacular. The outstanding char- 
acteristic of the postwar period is generally recognized as that of boom. 
The question which confronts mortgage lending institutions as 1950 ap- 
pears is that of judging the extent of inflation in the mortgage credit 
structure and how long this inflation will be sustained. 

There is not time to do more than summarize the institutional 
changes which have been wrought by the events of the last three dec- 
ades which have been briefly sketched. The most prominent of these 

28. As of June, 1949, the outstanding amount of mortgages covered by FHA insurance 
under Titles II and VI was $10.8 billion. See Imsured Mortgage Portfolio (Third Quarter, 


1949), p. 26. Of the GI loans, the amount guaranteed or insured by the Veterans Adminis- 
tration totaled $4.1 billion at the end of September, 1949. See Housing Statistics (October 


1949), P- 42. 
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changes are signified by the new institutions which have appeared—all 
creatures of the federal government. Their appearance and the role 
which they have come to play and are likely to continue to play in the 
drama lie at the root of the institutional changes in mortgage lending 
during the period under review and determine their character. Their 
operation has altered the functions performed by private lending insti- 
tutions. Risk bearing, as a function involved in mortgage lending, is 
rapidly becoming centralized in the agencies of the federal government. 

The federal government has also become largely responsible for giv- 
ing a new quality of shiftability to mortgage securities. Competitively, 
the position of different types of private mortgage lending institutions 
has varied but has not been so changed as to indicate any significant 
long-term trends. The position which mortgages hold in the portfolios 
of some of the types of private institutions, however, has changed 
drastically. 

The mortgage bond issue as an institution has disappeared. Junior 
financing and the institutions that accompanied it probably occupy a 
much less prominent place in the market, though it is impossible ac- 
curately to appraise their present position. It seems safe to say that a 
larger proportion of the total capital funds necessary to support both 
the development of new residential facilities and the market for ex- 
change of existing facilities is now being supplied as mortgage credit 
rather than as equity funds. This credit is being advanced for longer 
terms than ever known before and at lower interest rates than have 
prevailed since very early in this century. 

Whatever the risk involved in these developments, an increasing 
portion of it is being assumed by the federal government. Through its 
insuring or guaranteeing agencies and its discount facilities, it gives to 
the portfolios of private mortgage lending institutions a degree of 
safety and of shiftability unknown probably in history. 

As a result, the federal government has come to play a role in the 
mortgage market the significance of which is probably not generally 
recognized or appraised. The principal features of the market, such as 
interest rates, ratio of loan to appraised value of the collateral, mort- 
gage term and provisions for repayment—even the volume of funds 
lent and policy and procedure to be followed in case of default—are no 
longer determined primarily by a multitude of decisions made by pri- 
vate individuals, but by the processes of political action. 

The interpretation of the meaning of these changes will depend large- 
ly upon the preconceptions of those who contemplate them. For some, 
they will signify that we stand on the brink of another collapse, the 
consequences of which this time will fall largely on the body politic as 
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a whole and which will be dealt with chiefly upon a political basis. To 
others, they will signify social and economic advance limited only by 
the resourcefulness and ingenuity of those who are charged with the 
responsibility of directing the agencies which now dominate, if they do 
not control, the whole mortgage and credit structure of a powerful and 
advancing nation. Between the two extremes there is ample room for 
concern, perplexity, and differences of opinion. 











LIQUIDITY: A GROWING ATTRIBUTE OF MORTGAGE 
LOAN PORTFOLIOS 


L. DouGLas MEREDITH 
National Life Insurance Company 


THE MANAGEMENT OF every institution accepting the savings of individ- 
uals and corporations with the assurance that all or a guaranteed por- 
tion will be returned upon request constantly finds itself confronted 
with the practical or theoretical necessity of meeting such demands. 
Appraisal of the amount of these demands is reflected by the degree of 
liquidity the institution maintains. Commercial bankers, theoretically 
subject to immediate payment of all commercial deposits, emphasize 
the requirement of liquidity more than other institutional investors, 
but, despite the traditionally great responsibility of commercial bankers 
to meet demands for funds, it differs only by slight degree from the re- 
sponsibility of savings bankers, life insurance company officials, and 
savings and loan associations to be prepared to pay out cash upon de- 
mand. It may be argued, and with warrant, that the express or implied 
purpose for leaving funds with these latter institutions indicates an in- 
tent to allow the funds to remain for a longer period than when de- 
posited in a commercial bank, and yet, the absence of interest payments 
on demand deposits and the low returns on other investments undoubt- 
edly have directed to savings institutions substantial quantities of 
funds more nearly of a demand than of a long-term nature. All of this 
has aggravated the need for consideration of liquidity at the same time 
that savings institutions have been confronted with an acute problem of 
striving to maintain earnings. 

Search of the standard works on investments fails to reveal an ac- 
cepted and well-defined concept of “‘liquidity’”’ but discloses some de- 
gree of confusion between “liquidity,”’ “marketability,” and “shift- 
ability.” 

The Encyclopaedia of the Social Sciences defines “liquidity” as fol- 
lows: ‘‘This term when applied to an article of wealth or a credit item 
denotes the possibility of raising cash upon it by selling it or pledging it 
as security for a loan... .’” 

Rollins? has defined “liquid assets” as “Money or property of all 


1. Encyclopaedia of the Social Sciences (New York: The Macmillan Co., 1923), Vol. IX» 


p. 491. 
2. Montgomery Rollins, Money and Investments (Boston: Dana Estes & Co., c1907), 


p. 241. 


316 





— = oo ke 


ma - = sm 


— im it ath ek alee * 





we 


n 


ee 


—_— 6 











Liquidity; Mortgage Loan Portfolios 317 


kinds which may be readily converted into money,” but parenthetically 
adds that ‘“W. W. Carlile thinks that ‘liquidity’ as applied to assets ‘can 
mean nothing else but the possession of a value that is not liable to 
fluctuate.’ ”’ 

Jordan, in his well-known treatment of investments, hardly recog- 
nizes the term “liquidity,”’ and treats entirely of “marketability,” of 
which he says: 

Marketability in a security is its relative attractiveness to a prospective pur- 
chaser. The term connotes the degree of readiness with which securities may be sold 
without sacrifice of value. Since prices of securities do not remain fixed in the sense 


that the cost of many commercial articles do, but are constantly changing, even 
from hour to hour, a “fair price” for a security can be only a theoretical concept.3 


Moulton writes that: 


. .. it should be emphasized that in ordinary times the problem of liquidity is not a 
problem of maturing loans so much as it is a problem of shifting assets to other 
banks in exchange for cash. If one bank can always get help from another in case of 
trouble, there is no necessity of relying upon maturing loans. In fact, it is now every- 
where recognized in banking circles that the way to attain the minimum in the 
matter of reserves is not by relying upon maturities, but by maintaining a con- 
siderable quantity of assets that can be shifted to other banks before maturity as 
necessity may require. Liquidity is tantamount to shiftability.4 


Traditionally we tend to think of liquidity as an attribute of an indi- 
vidual investment, but more appropriately liquidity should be consid- 
ered as an attribute of an investment portfolio. This concept circum- 
vents the difficulty resulting from the fact that one mortgage loan, 
completely amortizable over its life and in good standing, might be con- 
sidered an illiquid investment, whereas 2,000 mortgage loans of the 
same pattern over a period of time might contribute greatly to the 
liquidity of an institution. The same would be true of a portfolio of 
bonds of serial maturities or varying maturities. 

For the purpose of this discussion, we shall endeavor to bring these 
several concepts together by defining the liquidity of a portfolio as the 
attribute which makes a sufficient portion of it convertible into cash 
within a reasonable time by regular payments or self-liquidation, 
prompt sale without substantial loss, or by use as collateral for loan 
purposes to meet the institution’s maximum requirements for cash. 

Mortgage loans possess a strong tradition of being illiquid invest- 
ments. Sakolski, in 1925, said: 


3. David F. Jordan, Jordan on Investments, 4th rev. ed. (New York: Prentice-Hall, Inc., 
CIQ41), p. 263. 

4. H. G. Moulton, ‘‘Commercial Banking and Capital Formation, III,” The Journal of 
Political Economy, Vol. XXVI (1918), p. 723, quoted in Herbert V. Prochnow, Term Loans 
and Theories of Bank Liquidity (New York: Prentice-Hall, Inc., 1949), p. 14. 
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Real estate mortgages, unlike most commercial paper, are not negotiable instru- 
ments. Hence, there are limitations on their marketable qualities which do not ap- 
ply to the general run of business obligations. Moreover, each separate real estate 
mortgage has an individuality that does not make them interchangeable units. 
They differ individually as to property security, as to amount (denomination) and 
maturity date. It is for these reasons that the marketing of real estate mortgages 
has been, and still is, in a large measure, a matter of local and individual transac- 
tions, where the parties to the transactions are known to each other. In this respect, 
the negotiation of real estate mortgages is essentially the same as the purchase or 
sale of rea] estate. In both cases, the passing of title to the property requires a legal 
acknowledgement, which must be filed for public record. In addition, specific ar- 
rangements are required in each individual negotiation covering matters of assign- 
ment of insurance, repairs and maintenance, payment of taxes and the like. All 
these matters have stamped real estate mortgages as investments lacking the 
quality of ready marketability.s 


Professor Wright in Farm Mortgage Financing, in 1923, had said: 
“With the exception of the bonds of the Federal and joint stock land 
banks, the marketing of farm mortgages securities has been more or less 
localized.’”® 

Attempts to overcome this lack of liquidity by the issuance of real 
estate mortgage bonds or participation certificates guaranteed in some 
instances by casualty companies in the twenties not only failed but 
temporarily jeopardized even the solvency of the guarantors. 

Jordan in Investments, as late as the 1949 printing, said: “. . . The 
plight of holders of real estate securities in recent years is due in large 
measure to the inherent lack of marketability in these issues.’’’ 

Changing patterns of mortgage loans have made possible the endow- 
ment of suitably constituted mortgage loan portfolios with a higher 
degree of liquidity than they have enjoyed in the past, and it is our 
purpose to examine one substantial portfolio in order to explore the 
significance of this development. 

Table I shows the mortgage loans owned January 1 for each year 
from 1935 to 1949, the new loans purchased during the year, scheduled 
amortization, full payments exclusive of amortization and the com- 
bined amount of amortization and full payments. 

Table II shows the average amount of loans on hand for each year 
under study and the ratio of the mortgage payments to average bal- 
ances and to the new loans purchased. 

In no year have the payments been less than 10.3 per cent of the 
average amount of loans on hand; in one year they were 23.0 per cent; 

5. A. M. Sakolski, Principles of Investment (New York: The Ronald Press Co., c1g25), 
OP ee Wikaht Farm Mortgage Financing (New York: Mc-Graw Hill Book Co., Inc., 


1923), p. 176. 
7. Jordan, op. cit., p. 265. 





mn 


All 


ut 








The Fournal of FINANCE 











Vol. V CONTENTS for DECEMBER 1950 No. 4 





MORTGAGE FINANCING 


INSURANCE COMPANY URBAN MORTGAGE LENDING AND 
THE BUSINESS CYCLE 
R. J. SAULNIER 


CHANGING INSTITUTIONAL PATTERNS OF MORTGAGE 
LENDING 


ERNEST M. FISHER 
LIQUIDITY: A GROWING ATTRIBUTE OF MORTGAGE LOAN 


PORTFOLIOS 
L. DoucLtas MEREDITH 


DISCUSSION ‘Tieden Pe ep! se, a Pe 
B. H. BEcKHART, Cart F. BEHRENS, GEORGE N. Emory, SHIRLEY K. 
Hart, JAMEs J. O'LEARY, A. M. WEIMER 


DISTRIBUTION OF NEW SECURITIES IN SEC. 77 REORGANIZA- 
TIONS. 


Epwarp T. P. WATSON 
RECONCILING MONETARY MANAGEMENT AND DEBT MAN- 
AGEMENT POLICIES 
DONALD C. MILLER 


COMMON STOCKS AND “SAFETY OF PRINCIPAL” 
D. A. HAYEs 


PROFESSOR SLICHTER ON BUDGET DEFICITS AND THE FU- 
TURE MONEY SUPPLY . 
CuiFTon H. Kreps, JR. 


SOME SUGGESTED. CHANGES IN THE CORPORATE TAX STRUC- 
TURE Sie ee “oo oe! be 
Ext SCHWARTZ AND ROGER C. VAN TASSEL 
A FURTHER NOTE ON BANK SUPERVISION AND MONETARY 
POLICY . 
G. L. Baca 


INDEX TO VOLUME V 


295 


397 


316 


324 


337 


368 


387 


400 


410 


421 








ABOUT OUR AUTHORS 


RAYMOND J. SAULNIER is professor of economics at Barnard College, Columbia Uni- 
versity, and is a member of the Graduate Faculty of Political Science at the same insti- 
tution. He is also director of the Financial Research Program of the National Bureau of 
Economic Research. Urban Mortgage Lending by Life Insurance Companies is the latest 
of a number of Nationa] Bureau studies which he has completed or in which he has col- 
laborated. He served as secretary-treasurer of the American Finance Association in 1947 
and vice-president for Money and Banking in 1948. 





ERNEST M. FIsHER is professor of urban land economics in the Graduate School of 
Business, Columbia University, and chairman of the Administrative Board and director 
of the Institute for Urban Land Use and Housing Studies at Columbia. He is a member of 
the Housing Research Advisory Committee of the Housing and Home Finance Agency 
and has served as consultant to a number of federal agencies. His book, Urban Real Estate 
Markets and Their Financing Needs, will be published in the near future by the National 
Bureau of Economic Research. 


L. DouGLas MEREDITH is executive vice-president and chairman of the Committee on 
Finance of the National Life Insurance Company. He is a director of the New England 
Council and of the National Committee on Housing and is a member of the Board of 
Governors of the Mortgage Bankers Association of America. He has served on the facul- 
ties of a number of universities and has been Commissioner of Banking and Insurance of 
the state of Vermont. He has been active in research in urban mortgage lending and has 
written several articles in this field. 


Epwarp T. P. Watson is assistant professor of business administration at Northwestern 
University. Past service includes positions on the faculties of Worcester Polytechnic 
Institute and the University of Massachusetts, and with the Office of Price Administration 
and the U.S. Navy during World War II. 


DonaLp C. MILLER is assistant professor of economics at the University of California 
at Los Angeles. He has served as research associate for the California State Senate Com- 
mittee on State and Local Taxation. He is the author of Taxes, the Public Debt, and Trans- 
Sers of Income. 


Dovuctas A. Hays is assistant professor of finance in the School of Business Adminis- 
tration of the University of Michigan. He served with the U.S. Navy during World War II. 
Previous to that he was in public accounting and investment counsel work in Detroit. 


Currton H. Kreps, JR. is economist in the Research Department of the Federal Re- 
serve Bank of New York. He has served on the faculties of the University of North Carolina 
and Duke University and has also taught at Pomona College and Denison University. 
During World War II he held positions as assistant economist with the National War 
Labor Board and associate economist with the Office of Price Administration. 


Ex1 Scuwartz and Rocer C. VAN TASSEL are instructors in economics at Brown 
University. Before coming to Brown Mr. Schwartz served in the U.S. Army and studied 
at the University of Connecticut, Denver University, and the University of Manchester in 
England. Mr. Van Tassel saw service with the U.S. Army Air Force and studied at Union 
College and Cornell University. 


GeorcE L. Bacu is dean of the School of Industrial Administration and head of the 
Department of Economics at Carnegie Institute of Technology. Previous to assuming this 
position he was economist and special assistant with the Board of Governors of the Federal 
Reserve System and was the survey official for the “Hoover Commission” in charge of the 
study of the Federal Reserve system. 











Liquidity; Mortgage Loan Portfolios 319 
. and the median percentage was 14.9 per cent. The first of these figures 
i. would indicate a ten-year life for such a portfolio, while the high figure 
i- only little more than a four-year life. 
of The reasons for increased liquidity of this particular mortgage loan 
- account best can be considered after reviewing Table ITI. 
: The reasons for the high liquidity reflected by the portfolio under 
discussion are fourfold: 
, 1. The pattern of mortgage now widely offered provides for self- 
“ liquidation as a result of monthly payments on principal and interest. 
of This, of course, differs greatly from the loan pattern of twenty-five 
y years ago under which a borrower procured a loan for three or five years 
te 
al TABLE I 
Date Mortgage New Loans Amortiza- Full 
n Jan. 1 Loan Portfolio Purchased tion Payments Net Total 
d 1935.--. $39,901,561 $7,584,206 $1,999,578 $8,167,628 $10,167,206 
of 1936.... 37,408,651 19,514,402 1,870,432 5,745,654 7,616,086 
l. 1937... 49 , 306,967 21, 303,707 2,465,348 5,767,168 8,232,516 
f A 62,378,158 20,983,652 3,118,908 5,387,914 8,506,822 
. 1939.... 74,854,988 34,284,588 3,742,749 6,515,316 10, 258,065 
iS 1940.... 98,881,511 25,945,706 4,944,076 7,146,718 12,090,794 
IQ4I.... 112,736,423 27,403,130 5,636,821 11,553,608 17,190,429 
1942.... 122,949,124 34,742,356 6,147,456 11,276,422 17,423,878 
n 1943.... 140,267,602 32,043,547 7,013,380 14,885,808 21,899,188 
ic 1944.... 151,311,961 42,059,519 7,565,598 17,361,961 24,927,559 
. 1945..-- 168,443,921 39,977,997 8,422,196 22,239,240 30,661,436 
1946.... 176,860,482 60,803,573 10,356, 290 32,476,384 42,832,674 
1947.... 194,831,381 86,571,524 11,753,727 27,924,408 39,678,135 
™ 1948.... 241,724,779 41,042,213 12,346,688 = 20,002,955 = 32, 349,643 
ad 1949"... 250,417,340 36,185,136 10,135,374 13,902,455 24,127,829 
. * Ten months 
TABLE II 
:- Net Mortgage Net Mortgage 
[ Payments as Payments as 
, Average Percentage of Percentage of 
Mortgage Average New Loans 
7 Year Balance Balance Purchased 
2 1935. $ 38,700, 106 26.3 89.5 
2 1936. 43,357,809 17.6 27.1 
i 1937..... 55,842,563 14.7 31.0 
ir | SER 68,616,573 12.4 33-7 
1939. 86,868,250 11.8 29.9 
“eee 105 ,808 ,967 11.4 46.6 
n ae 117,842,774 14.6 62.7 
d rere 131,608,363 13.2 50.2 
» ee 145,789,782 15.0 66.5 
1944. 159,877,941 15.6 59-3 
a 1945. 172,652,202 17.8 78.5 
SS ee 185,845,932 23.0 70.4 
218,278,076 18.2 45. 
. SS ae 246,071,055 13.1 78.8 
is eee 248, 244, 198* 9.7* 66.7* 
i] 
* Ten months 
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with no regular reductions on principal. The monthly payment loan 
also usually requires payment of one-twelfth of the taxes and insurance 
premiums each month. Thus, if an institution closely follows its loan 
payments, a loan will rarely be more than thirty days delinquent. If so, 
action can be taken to remedy the default before the financial position 
of the borrower further deteriorates. The monthly payment loans have 
not yet been subjected to the test of badly depressed business condi- 
tions, but experience to date would indicate that these loans would give 
a much better account of themselves in event of a depression than the 
old-fashioned non-amortizing loans. 

2. An active real estate market contributes greatly to the seeming 
liquidity of mortgage loans. Table IV shows the reasons for prepay- 
ment, and the number of loans prepaid, and the amounts prepaid over 
the five years and ten months ending October 31, 1949. 

It will be noted that the three major reasons for prepayment were: 
(1) refinancing with others; (2) sale of the property; and (3) refinancing 
by the original lender. These three reasons accounted for 73.4 per cent 
of total full prepayments. 

3. The liquidity of the mortgage loan portfolio under discussion also 
is increased by insurance of loans by the Federal Housing Administra- 
tion and by guaranty of loans by the Veterans Administration. In the 
event of trouble with an FHA loan, the mortgagee forecloses (except on 
Section 207 and 608 loans), acquires title to the property, and then may 
sell the latter or exchange it for debentures guaranteed as to principal 
and interest by the United States government. The mortgagee also 
enjoys the benefit of limited protection on foreclosure costs and receives 
a certificate of claim which will reimburse him for all or part of other 
expenses incident to foreclosure, provided the property is liquidated by 
the FHA for a sufficient amount. On Section 207 and Section 608 FHA 
loans which finance large-scale apartment projects, the mortgagee has 
the choice of following a similar procedure or assigning the defaulted 
loans to the FHA at a small discount in exchange for FHA debentures 
guaranteed by the United States government. 

On certain types of FHA loans, the maturity of the debentures runs 
for about three years beyond the maturity date of the loan. On the 
Title VI, Section 603 and 608 loans, the debentures have a maturity of 
ten years. In each case, the debentures are callable on go days’ notice 
and may be used to pay the mortgage insurance premium. This attri- 
bute should provide substantial price support even in a free market for 
government bonds. 

Loans guaranteed by the Veterans Administration are of two major 
types: 


























TABLE III 
Dan 
Per Cent 
nce Monthly Percentage Percentage 
an Year Payment FHA VA Guaranty 
SO, wees 6.65 6.65 
° ee 31.78 26.71 
ton _ Sees 43-75 34.67 
ave ae 49.72 38.70 
di- ee 61.76 51.33 
: ee 67.74 57-17 
‘Ive a 72.63 a 
NE see 77.14 7.11 
the WOR eco: 5s 81.74 72.85 
ee 85.65 77-72 
in ee 88.39 77-39 -O4 
g ee 90.43 61.97 5.67 
ay- ee QI.52 58.51 8.18 
ver SS ee 92.80 61.51 9-55 
6s ane 93.85* 65.00* 9.37* 
* Ten months 
re: 
ing TABLE IV 
ent 
LOANS PAID IN FULL JANUARY, 1944, THROUGH OCTOBER, 1949 
lso Convnt’L City Loans FHA Loans 
‘ SuMMARY By CAUSES No. Amount No. Amount 
Ta- Available funds........ 1,156 $ 5,821,715 5,372 $14,720,715 
the Matured loans......... 286 1,504,789 23 686 
New loans to lender.... 568 7,439,788 3,740 22,883,541 
on Property sold.......... 822 5,412,406 4,910 19,633,121 
lay Refinanced............ 352 4,466,592 5,071 31,410,720 
Committee Vote....... 217 [re  -_—sswaniers .soennamense 
pal Assignment..... ears 7 30,575 21 789,125 
lso To Real Estate........ 10 102, 301 26 160,588 
Condemnation......... 4 22,968 20 81,138 
ves Foreclosure............ 15 55,515 9 56,964 
her rrr 325 1,619,915 525 2,014,055 
by Miscellaneous......... 45 308,354 15 60,613 
JA Total............. 3,807 $28,183,998 19,922 $91,811,266 
1aS Farm Loans Granp ToTAL Per 
ed Summary By CAUSES No. Amount No. Amount Cent 
; Available funds........ 1,177. $ 2,765,240 7,705 $ 23,307,670 18.3 
res Matured loans......... 330 740,098 6390 2,245,573 1.8 
New loans to lender... . 208 1,156,492 4,516 31,479,821 24.7 
Property sold.......... Ig! 793,170 5,923 25,838,697 20.3 
Ins Refinanced............ 62 344,080 5,485 36,221,302 28.4 
the Committee vote..... : 359 1,256,740 576 2,655,820 2.2 
| ES i oxedals S4ssae ceeenoueaals 218 819,700 0.6 
of To real estate......... 3 25,172 39 288 ,o61 0.2 
ice Rc ince aeeae.  derows Rie. ie 24 104, 106 o.I 
ar Foreclosure............ 2 4,942 26 117,421 O.1 
Tl- ee? 93 234,780 043 3,868,770 3.0 
for Miscellaneous. ........ 56 163,625 116 532,502 0.4 
TOescicsscccss 248 39,0889 26,210 $127,479,623 100.0 
jor 
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Section 501 loans in which not to exceed 50 per cent or $4,000 
(whichever is less) of a first mortgage may be guaranteed. 

Section 505 loans in which a second mortgage in an amount not to 
exceed 20 per cent of the purchase price may be fully guaranteed when 
the first mortgage is guaranteed or insured by another federal agency. 

In case of trouble with a GI loan of the former type, claim is made for 
the amount of the guaranty and the mortgage is foreclosed. If the 
lender buys the property at the foreclosure sale after the Veterans Ad- 
ministration has established a so-called “upset price,” the lender is 
privileged to keep the property or transfer it to the government in ex- 
change for the balance of the debt after payment of the GI guaranty. 
If no “upset price” is established, the government is not obligated to 
take the property after paying the guaranty. 

Recovery in the case of 100 per cent guaranteed Section 505 GI loans 
is by means of a claim under the guaranty. Foreclosure of the first 
mortgage is not necessarily involved. All that is necessary is for the 
guaranteed mortgage to be in default. 

In each of these instances the Veterans Administration pays in cash. 

4. The development of federal agencies with more or less authority to 
buy mortgage loans augments greatly their real or potential market- 
ability. The Home Owners’ Loan Corporation set an example in this 
type of activity by refinancing defaulted loans and demonstrating a 
commendable experience with them. Though vague assumptions fail to 
constitute sound banking collateral, it is hard to believe that some 
phases of HOLC activities would not be revived or renewed in the 
event of extensive defaults on mortgage loans. The Reconstruction 
Finance Corporation has become a new and significant factor of unpre- 
dictable proportions in American financial activities and the Federal 
National Mortgage Association currently augments the field of mort- 
gage credit in significant volume. Lending powers of the Federal Re- 
serve Banks against mortgage loans as collateral afford another possible 
source of liquidity and there always is the likelihood of sale of loans. 

5. The development of FHA loans resulted in the evolution of an 
over-the-counter market for mortgage loans which prior to 1935 had 
not existed. Previously, sales of loans had taken place between mort- 
gage bankers originating loans and ultimate investors such as insurance 
companies and savings banks, but not on the scale that developed con- 
currently with expansion of FHA activities. When Veterans Adminis- 
tration guaranteed loans became available, over-the-counter sales of 
these loans were attempted but, because of the partial guaranties, did 
not develop on the same scale as FHA loans. At the same time, attempts 
were made to extend the market for uninsured loans. All of these ac- 
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tivities resulted in evolution of a body of specialists in the buying and 
selling of mortgage loans. Their knowledge of the sources of loans and 
the needs of purchasers contributed to the enlarged degree of liquid- 
ity which loans enjoy. 


CONCLUSION 


The suggestion that mortgage loans possess a degree of liquidity 
worthy of the careful consideration of students of investments so ab- 
ruptly challenges the weight of tradition that justice hardly can be 
given the subject in a treatment of this length, yet the attributes of 
mortgage loans which prompt the suggestion are well defined and lend 
themselves to brief statement. In conclusion it is the opinion of this 
writer based on analysis of a substantial portfolio of mortgage loans 
over a fifteen-year period that a carefully planned and properly consti- 
tuted portfolio affords a higher degree of liquidity than is generally rec- 
ognized. It then follows that a more substantial proportion of a port- 
folio may be invested in mortgage loans than would be desirable in the 
absence of this liquidity and that an increased rate of return on the 
entire investment portfolio may be obtained. 








DISCUSSION 


B. H. BecxHart*: The three excellent papers presented above 
have each given emphasis to the importance of various agencies of the 
federal government in the urban mortgage credit market. Prior to the 
outbreak of World War II, these agencies, in bringing about desirable 
reforms in the antiquated and unrealistic mortgage lending practices of 
the decade of the twenties, played a constructive role. They helped 
eliminate junior mortgage liens carrying exorbitant rates of interest; 
they placed mortgage credit on an amortized basis; they conferred upon 
mortgage credit the quality of marketability; and they promoted de- 
sirable standards of appraisal and construction. The object of these dif- 
ferent reforms was to stabilize employment in the building trades and 
in residential construction. 

Liberalizing legislation over the past decade, however, has impaired 
the constructive influence of these agencies and has changed them from 
factors of stability to factors of instability. This is a development of 
great importance in an industry which is characterized by cycles of 
great length and amplitude. 

Largely in consequence of this liberalizing legislation, urban mort- 
gage credit, since 1944, has about doubled, increasing by approximately 
18 billion dollars. Along with an increase in quantity has occurred a 
decrease in quality. These credit developments have had, and, in my 
opinion, will continue to have as long as they persist a significant effect 
in intensifying the amplitude of the current cycle of construction costs 
and volume. 

Developments in the urban mortgage and other credit markets called 
for the application of restrictive credit policies early in 1946. The 
unwillingness of our monetary authorities to make effective use of gen- 
eral credit controls pointed to the need to employ selective credit con- 
trols. If such controls were warranted in the fields of security and con- 
sumer credit, they were more than justified in the case of urban mort- 
gage credit. 

Selective credit control in the field of urban mortgage credit of neces- 
sity must take the form of control over appraisal policies, down pay- 
ments, and amortization periods. As it was, political considerations dic- 
tated the opposite policy—appraisal policies were greatly relaxed, down 
payments were reduced to zero in the case of veterans, amortization 


* Columbia University. 
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periods were lengthened, and the rate of interest on mortgage credit 
was reduced to the minimum amount possible. Professor Saulnier indi- 
cated in his paper that there is no possibility within the framework of 
the private financial system to stimulate activity further by the con- 
ventional means of liberalizing credit terms. 

A considerable part of the risks of urban mortgage lending has been 
assumed by the federal government. This means that such losses as 
occur will be socialized. It is but a short step from the insurance and 
guaranty of mortgage risks to the granting of mortgage loans directly 
by government agencies. In fact, Professor Fisher stated that it is a 
mere question of semantics as to whether the Federal National Mort- 
gage Association functions now as a secondary or primary source of 
mortgage funds. 

My emphasis on the need to control the volume of urban mortgage 
credit arises from the conviction that this is essential if we are to reduce 
the amplitude of cyclical fluctuations within the framework of the pri- 
vate enterprise system. In their reply to the Douglas Questionnaire, the 
officials of the Federal Reserve System took the position that the exten- 
sion of selective credit controls to urban mortgage credit was not prac- 
ticable in view of the administrative difficulties involved. If the Re- 
serve officials are convinced that administrative difficulties constitute 
an insuperable obstacle, they must then become willing advocates and 
ardent practitioners of general credit control. This means that Reserve 
officials must extricate themselves from their present position of sub- 
serviency to the Treasury, must exercise the powers conferred upon 
them by law and must be willing to govern their open-market and dis- 
count policy by developments in the urban mortgage as well as in other 
credit markets. The Reserve System must assume its rightful leadership 
in the money market, and, if necessity dictates, bring an end to the 
cheap money policy. It can then make a significant contribution to eco- 
nomic stability and, in doing so, help preserve our economic system. 
Cheap money by itself will not only not build houses but may well lead 
to a situation in which the private enterprise system is seriously under- 
mined. 


CarL F. BEHRENS*: It would be difficult to find three more com- 
petent speakers on the subjects we have just heard discussed. 

The program lists Professor Saulnier as affiliated with Barnard Col- 
lege but he is also director of the Financial Research Program of the 
National Bureau of Economic Research at Hillside and author, in his 
own right, of an imposing list of National Bureau studies. His paper on 


* Federal Deposit Insurance Corporation. 
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“Cyclical Fluctuations in the Economy and in Mortgage Lending of 
Life Insurance Companies” set a very high standard. 

Professor Fisher’s subject “Changing Institutional Patterns in Mort- 
gage Loans,” was a natural for him for he has probably engineered or 
master-minded more of these changes than any other person in the 
mortgage loan field. 

In Washington we have long been familiar with the originality of Dr. 
Meredith’s research in the field of mortgage lending costs. His discus- 
sion of “Liquidity—A Growing Attribute of Mortgage Loans”’ casts 
new light on a subject of increasing interest and importance. 


1. COMMERCIAL BANK LIQUIDITY 


Dr. Meredith’s introductory statement took us immediately to the 
heart of the problem of liquidity. All or a guaranteed portion of the 
funds of individuals and corporations placed in private savings deposi- 
tories are now, normally if not legally, in the nature of demand obliga- 
tions. Are these depositories “underwriting an impossible obligation?’ 

The answer lies partly, of course, in the character of the assets of 
such depositories. Dr. Meredith has shown quite conclusively that 
mortgages have become more liquid in recent years and Professor 
Fisher has indicated the pattern of this “becoming.” At the present 
time I think it can be shown, for commercial banks, at least, that 
liquidity has been a growing attribute not only of mortgages but also of 
the bulk of the remainder of commercial bank assets. This is certainly 
true when we compare the situation in banks today with the situation 
in the late 1920’s. 

The total loans and investments of commercial banks in the late 
1920’s amounted to about $50 billion. Even at that time cash was dis- 
tinctly a minor item, amounting to less than $1 billion. Member banks, 
it is true, held something like $2.5 billion as reserves with Federal Re- 
serve Banks but nearly all of these were required reserves. Commercial 
bank holdings of United States Governments amounted to $6 billions. 
While ownership of Governments carried with it some connotation of 
liquidity for individual banks at that time, for commercial banks as a 
group this was probably more in the nature of shiftability, and limited 
shiftability at that.2 Some of you may remember that an issue of 

1. “‘When banks receive the savings of the community upon their promises to return 
these savings to their depositors in cash, upon demand or upon short notice, and then lend 
these savings on three or five year mortgages that probably cannot be fully paid even at 
maturity, or invest them in ten or twenty year bonds the banks are simply underwriting an 
impossible obligation.” “‘Panic Proof Banking,” by Ralph W. Manuel, president, Mar- 
quette National Bank, an address before the Iowa Bankers Association, June 2, 1936. 


2. ‘‘Shuntable” is a metaphor used by English economists. See “Is There a Future for 
Banking?” by D. H. Robertson in The Banker (November, 1946). 
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twenty-year 3 per cent Governments issued in September, 1931, de- 
clined more than 17 points by the end of that year. Mortgages, of 
course, had very limited or no shiftability in that period. 

What is the present situation? At the end of June insured commer- 
cial banks reported total assets of $147 billion, nearly three times the 
total of the late 1920’s. Cash amounted to $2 billion, member bank re- 
serves to $18 billion, $1 billion of which were excess. Investments in 
United States Government obligations amounted to approximately $62 
billion and there were about $11 billion of real estate loans, most of 
which were loans on urban real estate. How liquid (or shiftable) are 
these assets? In respect to United States Governments there seems to be 
little doubt but that these securities would be shiftable in large amounts 
if need be, and at or very near par, for their average maturity is but 
three years. 

As for the mortgages, it is estimated that from a third to a half of the 
urban mortgages currently held by commercial banks are loans carrying 
FHA or VA insurance or guaranty which are shiftable to the Federal 
National Mortgage Association. 

Another group of earning assets which has gained a prominent place 
in many bank loan portfolios in recent years is consumer loans. Insured 
commercial banks held $7.2 billion of such loans at the end of June, 
1949 and practically none in the late 1920’s. 

Over and above these changes in the characteristics of various groups 
of loans which appear to make for greater liquidity are the changes 
in eligibility requirements which permit the Reserve Banks to advance 
funds freely to member banks to meet withdrawals if they choose.* 


2. MORTGAGE PAYMENTS 


The initiative in mortgage portfolio changes may be taken either by 
the mortgagee or by the mortgagor. In recent months we have seen a 
great deal of mortgage loan shifting from loan companies to the Federal 
National Mortgage Corporation. The turnover of these loan company 
portfolios under such circumstances might well be several times a year. 
On the other hand, such institutions as life insurance companies, sav- 
ings banks, and some commercial banks will ordinarily retain their 
mortgages to maturity unless prepaid. Prepayments and amortization, 
however, have in recent years made great inroads in mortgage port- 
folios. 

3- The policy of Reserve banks in connection with Section 10(b) of the Federal Reserve 
Act still requires considerable clarification. See Factors Affecting Volume and Stability of 


Private Investment (materials on the investment problem assembled by the staff of the sub- 


committee on investment, Joint Committee on the Economic Report, 81st Congress, rst 
Session), p. 202. 
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Dr. Meredith has given us a picture of mortgage payments in a 
“substantial portfolio” over the period 1935 to date. The life of this 
portfolio for this period averaged between six and seven years, and 
varied from four to ten years. Table 1 presents similar data for a group 


TABLE 1 


PERCENTAGE OF ADDITIONS AND DEDUCTIONS TO?AVERAGE 
URBAN MORTGAGE LOAN ACCOUNT IN 15 NATIONAL 
BANKS AND 10 STATE BANKS, 1940-46* 


NATIONAL BANKS STATE Banks 
PERCENTAGE TO MORTGAGE PERCENTAGE TO MORTGAGE 
Loan ACCOUNT OF: Loan ACCOUNT OF: 
YEAR Additions Deductions Additions Deductions 

1900. .... , 30 19 38 26 
a wk eke 40 23 33 26 
Ses 24 26 26 31 
Ee 27 24 20 29 
Pisce xvese 30 26 29 32 
ig ot ai eca-e 22 30 32 37 
pe 22 29 56 34 


* Based on National Bureau of Economic Research sample. 


of 25 banks for the somewhat shorter period, 1940 to 1946, inclusive.‘ 

Fifteen of these banks were national banks. Annual deduction from 
average mortgage loan account for these institutions varied from 19 per 
cent to 30 per cent. The typical life of these portfolios was about four 
years. The ten state banks had average deductions ranging from 26 to 
37 per cent and the typical life of these portfolios was a little over three 
years. On the basis of these data it appears that many commercial 
banks would have been out of the mortgage business in four years or less 
if they had not been active in securing new loans. 

The fact that the urban mortgage loans of commercial banks have 
doubled during the past three years is proof that such institutions have 
not stood idly by, however (see also the additions column in Table 1). 


3. INTEREST RATES 


One final comment relates to Professor Saulnier’s paper. In conclud- 
ing his remarks Professor Saulnier has inferred that interest rates are 
artifically low. 

I think we would all agree that current rates are artificial but*I 
wonder if a case might not be made that they are artificially high. At 
the turn of the century you will recall the price on British consols had 

4. These data were obtained in connection with a study of commercial bank urban 
mortgage-lending experience by the National Bureau of Economic Research. The study 


will be published shortly as one of a series of monographs in the general field of urban real 
estate finance. 
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reached the point where they yielded about 2} per cent. A hundred 
years earlier it had been nearly 6 per cent. 


GEorRGE N. Emory*: I have found all of these papers interesting and 
I should therefore be able to comment upon each of them, but three 
minutes is a short period. The presumption is that I have been asked to 
take part in this program with the hope that I would discuss a paper 
from the standpoint of the practical management of an investment port- 
folio. I have chosen to comment briefly on one of Professor Saulnier’s 
points. 

He cites a record indicating that 3 per cent of mortgages made during 
the /ow period in an economic cycle have defaulted while 25 per cent of 
the loans made during a high period in an economic cycle have gotten 
into trouble. He does not necessarily find that lenders have overliberal- 
ized credit during the high periods in the cycle, but he does make the 
point that lenders might well consider tightening up during boom pe- 
riods. He concludes, “clearly this was not done in any marked degree 
...and it may be said that mortgage lending agencies have been 
mainly responsible for their own unfortunate record of foreclosures.” 

This sounds like a very worthwhile suggestion, but how about some 
of the practical considerations? 

1. Many if not most of the large lending institutions operate through 
an organization of mortgage correspondents located in various parts of 
the country. These correspondents are independent firms which procure 
and service loans on a fee basis and they work closely with the institu- 
tion, generally aided by a relationship of many years. In order to live, 
these mortgage firms must continue to do business and if the lending 
institution wants to remain in the mortgage field it must keep its cor- 
respondent organization intact. 

The mortgage lending business is an extremely competitive one and 
the insurance companies are obviously not the only competitors for 
loans. The savings banks, savings and loan organizations, commercial 
banks, and individuals all have their part in setting the competitive 
conditions. During 1948, approximately 70 per cent of the increase in 
urban mortgage loans of all types was made by these other than life 
insurance lenders. 

A year and a half ago when competition was not as keen as it is today, 
my company was able to shorten the terms of residential loans from 
twenty years to fifteen years. The objective, of course, was to increase 
the amount of amortization payments. Within the past three months 
we have been told by one correspondent after another that they are 


* Home Life, Insurance Company. 











330 The Journal of Finance 


unable to compete in their respective markets and that we must there- 
fore increase the term again to twenty years if we wish to make loans. 
Of necessity, we have agreed to this increase. 

To tighten loans during a boom period would result in forcing the 
institution out of the mortgage field because of its inability to meet the 
keen competition of other lenders. This in turn would lose for the lend- 
ing institution its correspondent organization. I submit that it is to the 
best interest of the lender to continue his loaning activity during the 
high periods of a business cycle on the basis of careful selection rather 
than risk the loss of its mortgage organization. 

2. How shall lenders know when they have reached such a peak? Was 
1947 such a period? Was 1948 one? Or are we now at that point? I ask 
these questions to illustrate that an institution could be out of the 
market during a long period of active real estate construction unless it 
guessed the market just right. 

3. How could lending institutions shut themselves out of the mort- 
gage market at a time like the present one when they have large vol- 
umes of funds to invest and the mortgage field provides the most active 
medium? 

Considering the fact that mortgage terms (particularly amortization) 
are sounder than heretofore and providing the selection standards are 
as tight as competitive conditions will allow, is not the only feasible 
approach to continue in the mortgage lending business and attempt to 
make provision in advance for such losses as may eventuate? 


SHIRLEY K. Hart*: Taking up first Dr. L. Douglas Meredith’s 
paper, “Liquidity: A Growing Attribute of Mortgage Loan Portfolios,” 
I wish to make the following comment: 

Dr. Meredith’s paper presents the very interesting record of a single 
large mortgagee which has a remarkably wide geographic dispersion of 
its mortgage assets. 

It may be appropriate to observe that although institutions of such 
size are of great importance, they are relatively few in number. Cur- 
rently, there are only about 500 institutions holding $1,000,000 or more 
in FHA-insured small home mortgages. In addition to these large insti- 
tutions, which hold about 70 per cent of the total amount of FHA mort- 
gages, there are over 8,500 other holders of FHA mortgages—three- 
fourths of which have FHA-insured portfolios of less than $100,000. 

The trend of “full payments” which Dr. Meredith describes is in 
close agreement with the trend of prepayments for all FHA Section 203 
mortgages, with the peak in 1946 and a 1949 rate about half the 1946 


* Federal Housing Administration. 





re: 


‘ Ss 


a J Ay \y 











Discussion: Mortgage Lending 331 


peak. One interesting difference is that until 1944, Dr. Meredith’s rep- 
resentative company had higher prepayment rates than average FHA 
experience; while for 1947 and 1948, their prepayment rates were some- 
what under the average. 

I noted with interest that currently virtually three-fourths of the 
representative portfolio described by Dr. Meredith consists of govern- 
ment guaranteed mortgages. A comparison of the outstanding balances 
of all FHA and VA guaranteed home loans with the total mortgage 
debt on 1-4 family homes held by institutions at the end of 1948 shows 
roughly one-half of the national total with federal guaranty. For com- 
parison, in prewar 1940 this ratio was only one-fifth and at the close of 
1944, one-third. 

Dr. Meredith mentions the certificates of claim issued by FHA in the 
case of foreclosed properties transferred to FHA in exchange for deben- 
tures. These certificates of claim have in the past proved to be of real 
value to the mortgagees. In Section 203 operations, these contingent 
claims of mortgagees totalled almost $1,700,000. On over 86 per cent of 
this total, the net payments to mortgagees can be calculated—the re- 
mainder is still subject to change as properties are sold or interest col- 
lected on FHA-held mortgages. The 86 per cent consists of 17 per cent 
on which the mortgagee will have 100 per cent recovery on its claim. 
On another 18 per cent, part of the claim (roughly half) will be recov- 
ered by the mortgagee. On the remaining 51 per cent, no payment to the 
mortgagee will be made on their certificates of claim. For those claims 
which can be determined, payments will amount to 28.6 per cent and 
cancellations to 71.4 per cent of the original claim amounts. 

I might mention that nearly half the amount of certificates of claim 
under Section 203 has been for interest lost between the date of default 
and the date of foreclosure. This, of course, is not a direct out-of-pocket 
loss to mortgagees. FHA payments on certificates have actually 
amounted to half the cash losses of mortgagees represented by these 
certificates of claim. 

Turning to Dr. Ernest M. Fisher’s paper, “Changing Institutional 
Patterns of Mortgage Lending,” I make the following comment: 

I was impressed by the closing phrase in Dr. Fisher’s very provoca- 
tive paper—to wit: “Between the two extremes there is ample reason 
for concern, perplexity, and differences of opinion.” This seems to 
epitomize the impression I have of mortgagee feelings currently as they 
are expressed by visitors at my desk in FHA. 

One factor in the current scene which was not stressed in Dr. 
Fisher’s paper may be a part of the reason for that perplexity, namely, 
the aggressive competition to traditional mortgage lenders which has 
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been provided in recent years by mortgage companies. While such or- 
ganizations (which are generally not supervised under either state or 
federal charter) have existed for many years, I feel that their emergence 
in the FHA program since 1934 constitutes one of the important institu- 
tional differences between the boom of the 1920’s and the current 
period. 

From a very modest position in the mid-thirties, mortgage com- 
panies have expanded until they now record perhaps one-eighth of cur- 
rent home mortgage recordings. In FHA small-home mortgage busi- 
ness, where nation-wide secondary market operations first became 
feasible, these institutions have increased their originations of FHA 
mortgages from only 4 per cent in 1935 to 27.5 per cent in 1948. And in 
the GI loan program, they have taken advantage of the secondary 
market opportunities, especially through the Federal National Mort- 
gage Association, to expand from a 1947 ratio of 15 per cent to 19 per 
cent in the last half of 1948, and to a recent record of 37.8 per cent of the 
total VA home loans closed in September of this year. 

The small importance of mortgage companies prior to the FHA and 
VA war and postwar programs is attested by the fact that the Home 
Loan Bank mortgage recording estimates initiated in 1939 did not, and 
do not now, identify mortgage companies as a separate class of mort- 
gagee. But mortgage company lending is the principal part of the 
amount reported by the Home Loan Bank Board under the category 
“Miscellaneous Lending Institutions.” This class has recorded up to 15 
per cent of the total nonfarm mortgages this year. 

With respect to Dr. Fisher’s references to the operations of the Fed- 
eral National Mortgage Association, commitments to purchase mort- 
gage loans on the part of this agency have concentrated increasingly in 
recent months on commitments to purchase VA-guaranteed loans, espe- 
cially since FHA 4 per cent mortgages on rental projects have again, 
since the beginning of 1949, become attractive to private investors. 
Whereas FNMA commitments were evenly divided between FHA and 
VA loans early in 1949, reports for November show commitments on 
VA loans amounting to $79 million compared with only $17} million of 
FHA loans. 

Finally, in connection with Dr. R. J. Saulnier’s paper, “Insurance 
Company Urban Mortgage Lending and the Business Cycle,” I wish to 
comment as follows: 

The paper which Dr. Saulnier presented is most significant—both 
because of its own value and because it is representative of the serious 
consideration being given by both scholars and lending institutions to 
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this kind of analysis. Through such analysis lies the greatest chance for 
improving lending experience in the future. 

May I express as my opinion from reviewing the history of mortgage 
finance in the last twenty-five years, a belief that the prospects of the 
future are not so grim as Dr. Saulnier’s thesis might make it seem. The 
lessons of the lush years of the twenties are not easily forgotten. What 
is more important is that Dr. Saulnier and others are teaching these 
lessons through their compilation and analysis of the experience. The 
big lesson in his study is the relative quality of the loans made in boom 
years of the twenties and the depression years of the thirties. I see noth- 
ing in the heavy hand of government today nor in the calculable future 
which would prevent insurance companies or other lending institutions 
from applying this experience in their own interest or in the interest of 
the economy at large. Moreover, from the point of view of the effect of 
economic conditions on lending policy, I believe the demand for mort- 
gage credit during adverse economic conditions will be there, perhaps 
not in the same magnitude, but it will be there if it is sought. 

Dr. Saulnier indicates his opinion to be that insurance companies are 
not aware at the time that loans made at the peak of a boom are likely 
to be bad loans. I have not been too sure of this judgment in observing 
the operations of life insurance companies—particularly concerning 
loans made in the last two or three years. I had assumed that since a 
certain part of the large inflow of funds has had to go into mortgages, 
the loans were made with a realization of the excessive risk, but “hoping 
for the best.” 

The converse fact, that good loans were made in depression years, 
suggests that lending institutions should not be reluctant to make mort- 
gage loans during an economic reversal and by so doing prevent the 
worsening of the reversal. But Dr. Saulnier would then ask how can 
they make loans if there is no demand, particularly if all the tricks in 
the bag have been played? I quite agree that an increasing number of 
the tricks in ‘the bag of mortgage finance—higher loan-value ratios, 
longer maturities, lower interest rates—have been used in recent years; 
and, I believe, there are limits which prudent lending would set. 

I am of the opinion that what we have witnessed in the liberalization 
of financing terms in the past 15 years has been a valuable experimental 
process, whose value has already been demonstrated and will continue 
to demonstrate itself. Moreover, I visualize a mortgage financing pat- 
tern which will become institutionalized within limits, much as the 
mortgage financing pattern was institutionalized prior to the thirties. 
The flexibility in the mortgage market, which Dr. Saulnier discussed as 
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a necessary condition for lending policy to be an effective factor in 
economic stability, never existed in anywhere near the degree which 
characterized the other money markets. In this respect the mortgage 
market has been unique. 


James J. O’LEAry*: I shall confine my remarks to the most interest- 
ing and thought-provoking paper of Dr. Saulnier. My observations 
serve largely to strengthen the conclusions which he has reached and 
which seem generally sound. 

Dr. Saulnier points out at the beginning that “it is commonly be- 
lieved that the investment activities of insurance companies do not ac- 
centuate booms or depressions, nor contribute to inflationary or defla- 
tionary developments in the economy for the reason that, unlike com- 
mercial banking institutions, they are not deposit-creating agencies but 
are engaged in the mere transfer of funds which have been saved out of 
current income (either directly or indirectly) into one form or another 
of investment.” He notes further that the “one possibility of their being 
a disturbance to general economic activity” grows out of changes in the 
size of cash balances held by the companies, but concludes correctly 
that it is doubtful that “insurance company cash-balance changes can 
ever have played a large part in the mechanics of generating or other- 
wise influencing economic cycles.” It is noteworthy that Homer Jones 
has examined this question in the study of savings and investment and 
has tended to the conclusion, which I believe is incorrect, that changes 
in the cash positions of life insurance companies have operated to 
accentuate booms and aggravate depressions. 

I am not clear from Dr. Saulnier’s discussion whether he has taken 
account of an important way life insurance companies can contribute 
to a boom in the mortgage lending field. I have in mind a development 
which has occurred in the postwar period. Economic literature of the 
postwar period has been replete with theorizing on the cyclical poten- 
tialities of war-created liquid assets in the hands of individuals. Some- 
what overlooked has been the fact that savings institutions, and in par- 
ticular life insurance companies, built up a large reservoir of highly 
liquid assets in the form of government securities during the war and 
early postwar period. 

At the end of 1946 all United States legal reserve life insurance com- 
panies held $21.6 billion of United States government securities, mainly 
with a maturity in excess of one year. By the end of 1947 life company 
holdings of government securities had declined to slightly over $20 bil- 


* Life Insurance Association of America. 
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lion, by the end of 1948 to $16.7 billion, and it is estimated that by the 
close of 1949 they will amount to $15.2 billion. Thus, during the three 
years from the end of 1946 to the close of 1949, life insurance companies 
reduced their holdings of government securities by $6.4 billion, and by 
$3.3 billion in 1948 alone. Government securities will comprise an esti- 
mated 25.6 per cent of life insurance assets at the end of this year as 
compared with 45 per cent at the end of 1946. 

Through the sale of government securities to Federal Reserve Banks 
the life insurance companies have acquired new funds which they have 
invested primarily in mortgages, public utility bonds, and industrial 
bonds. Total mortgages held by life insurance companies increased by 
$1.6 billion in 1947, by $2.1 billion in 1948, and also by an estimated 
$2.1 billion in 1949. It is true, of course, that life insurance companies 
do not, like commercial banks, have the power to create deposits, but it 
is nevertheless true that through their sale of government securities in 
the postwar period they have drawn on the Federal Reserve Banks for 
funds which, in addition to funds from other sources, have been avail- 
able for investment in the mortgage market. Life insurance sales of 
government securities to the Federal Reserve Banks have been encour- 
aged, of course, by the Federal Reserve policy of supporting govern- 
ment bonds at some level above par. 

In pointing out that life insurance investments in mortgages during 
the past few years may have been a factor in the booming mortgage 
market, I do not want to give the impression that there has been any- 
thing reprehensible in these investments. On the contrary, the life in- 
surance companies have performed a great public service in providing 
the funds to meet the enormous backlog of demand for housing built up 
during the war. In the face of great pressure from government officials 
and from public opinion, the life insurance companies had no alterna- 
tive but to invest heavily in the mortgage field. As a matter of fact, 
while it may be true that the initial effect of the heavy flow of funds 
into the mortgage field was somewhat inflationary, it should be kept in 
mind that over the entire period the huge volume of housing which has 
resulted has served to counter inflationary forces. 

Finally, Dr. Saulnier points out that in the years since 1932-33 the 
life insurance companies would have been well advised “‘to have post- 
poned the sale of foreclosed properties and thus to have taken advan- 
tage of higher real estate prices on the upside of the cycle.” In his dis- 
cussion of life insurance policy with respect to the sale of foreclosed real 
estate he seems to have overlooked the pressure exerted on the com- 
panies by regulatory authorities which has been an important force 
toward the prompt sale of foreclosed properties. 
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A. M. Wermer*: The problem of liquidity is usually approached 
from an economic standpoint. Ratios of “liquid”’ to “non-liquid” funds 
are usually estimated on various bases as a guide to the operations of 
financial institutions. In nearly all cases economic probabilities are 
given paramount consideration. Undoubtedly, this is an appropriate 
procedure. 

It has been suggested by Edward E. Edwards, professor of Finance, 
Indiana University, that the strategy of the liquidity problem is also a 
factor of considerable importance. The objectives to be attained, the 
points of view involved in terms of competitors, government officials, 
and the public at large, as well as the estimates of current situations 
which count heavily in the decisions of private and public administra- 
tors in this field, are all factors pertaining to the strategy involved in the 
solution of liquidity problems. In other words, the problem of liquidity, 
like many other administrative problems, is a matter of military prin- 
ciples or even of “poker-playing”’ principles as well as a matter of prob- 
ability and economic analysis. 

In periods of peace throughout the world a small military force may 
be adequate. If storm clouds appear, a larger force may be necessary to 
“bluff” the opposition. If war develops, the entire resources of the na- 
tion must be mobilized. 

Similarly, in a period of prosperity a relatively low liquidity ratio 
may be adequate. In periods of economic stress higher liquidity ratios 
may be needed. In the depths of a major depression liquidity of nearly 
100 per cent may be required. Just how high these ratios must be under 
various conditions will involve strategical factors as well as economic 
analysis. Strategical factors, undoubtedly, will be of major importance 
in controlling the decisions as to what may be considered “‘adequate”’ 
liquidity at a particular time. 

References in these discussions to the additional safeguards in the 
field of mortgage lending resulting from increased knowledge, govern- 
mental legislation and improved business practices suggest that many 
types of mortgage lending problems have either been solved or have 
been sharply reduced in recent years. 

It should be noted, however, that mortgage lenders may discount the 
safeguards which have been set up and may extend credit on more 
liberal bases simply because these safeguards exist. As a result they 
may create problems which will resemble those that had to be faced 
during the early 1930’s. 


* Indiana University. 
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DISTRIBUTION OF NEW SECURITIES IN SEC. 77 
REORGANIZATIONS 


Epwarp T. P. WATSON 
Northwestern University 


WITH THE EXCEPTION of a few railroads like the Missouri Pacific, the 
large systems that went into bankruptcy during the 1930’s have 
emerged from reorganization. An appraisal of reorganization methods 
can, therefore, be based upon the experience in a relatively large num- 
ber of cases." Reorganizations under Sec. 77 have not been rapid. The 
average length of the reorganization process, in the case of twelve Class 
I railroads, was a little over seven and a half years.? The progress of 
reorganizations has been slowed by controversy over the effect of 
changed economic conditions upon the size of the new capitalizations,' 
controversy over the manner in which new securities were to be distrib- 
uted,‘ disagreement as to the price to be paid for leased lines,’ and by 
the reluctance of interested parties to approve plans based on the low 
level of income earned in the depression years.° While many other ob- 
stacles,” in individual cases, blocked the way toward reorganization, 
one of the most difficult problems to solve was the fair and equitable 
distribution of the new securities amongst the various classes of claim- 
ants who were party to the reorganization proceedings.* Although the 


1. ICC reports on some forty reorganizations down to 1950 have been examined. Court 
decisions that were reported have also been examined covering the period 1933-50. 

2. Akron, Central of Georgia, Chicago & E. I., Chicago, I. & L., Chicago, M. St. P. & P., 
Chicago & N. W., Denver & R. G. W., Erie, New Haven, Spokane International, St. Louis 
S. W., Western Pacific. 

3. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 69 (1942); Missouri Pacific R. 
Co. Reorganization, 257 ICC at 556 (1944). 

4. Chicago & N. W. Ry. Co. Reorganization, 236 ICC 575 (1939); 239 ICC at 616, 631, 
679 (1913); in re Chicago & N. W. Ry. Co., 35 F Supp. 230, 243 (1940); R. F.C. v. Denver & 
R. G. W. R. Co. 66 Sup. Ct. 1282, 1298 (1946 ). 

5. Commerce Clearing House Bankruptcy Law Service, Third Edition, Paragraph 53, 518; 
Inre N. Y.,N. H. & H.R. Co., 54, F Supp. 631 (1940); 147 F 2d 40 (1945); Old Colony 
Bondholders et al. v. N. Y.,N. H. & H.R. Co., 64 F Supp. 487 (1945); 161 F 2d 413 (1947). 

6. Chicago, I & L. Ry. Co. Reorganization, 233 ICC at 349 (i939); Arkansas Valley 
Interurban Ry. Co. Reorganization, 224 ICC at 125 (1937). 

7. Such matters as formula to be used in allocating costs and revenues (New Haven), 
method of estimating damages for breach of leases (New Haven), jurisdiction of a federal 
district court (Boston & Providence), trackage rights (N. Y. S. & W.), method of acquiring 
leased lines (Central of Georgia), etc. 

8. Commerce Clearing House Bankruptcy Law Service, Third Edition, Paragraph 53, 518; 
ome of Institutional Investors et al. v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct. 727 

1943). 
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courts were the final arbiters of the fairness of the distribution of new 
securities, the Interstate Commerce Commission had first to consider 
the matter in approving reorganization plans that were to be certified 
to the courts.? The methods employed by the Interstate Commerce 
Commission in distributing new securities is the subject of this paper. 

Before the discussion proceeds any farther, it may be pertinent to 
add that reorganization proceedings are concerned primarily with finan- 
cial and legal problems. It is true, of course, that there is another side 
to reorganizations. Some operating economies may be made during the 
period of reorganization as the result of cost studies that show which 
portions of a system are deficit-producing; management may attempt 
to curtail operations or may even initiate abandonment proceedings for 
those deficit portions of the system. It is true, as well, that vigorous at- 
tempts have been made to improve service, road, and equipment during 
the period of reorganization, at a time when the railroad’s financial 
position has been improved by suspension of interest payments. Such 
efforts toward more efficient operation, however, depend upon the abil- 
ity of the trustees and the management rather than upon assistance 
from the Commission or the federal courts under Sec. 77 of the Na- 
tional Bankruptcy Laws. 


DETERMINATION OF THE NEW CAPITALIZATION 


The size of the new capitalization determines the volume of new se- 
curities available for distribution. While the Commission has neither 
revealed the precise steps followed nor the complete data relied upon, 
it has indicated that estimated future income forms the basis of its new 
capitalizations."® The Commission apparently has not employed, in a 
mechanical way, a fixed rate of interest to capitalize estimated income." 
There has been wide variation in the rate necessary to capitalize “‘esti- 


g. Duluth, S. S. & A. Ry. Co. Reorganization, 267 ICC at 591 (1947); Western 
Pacific R. Co. Reorganization, 230 ICC at 976 (1938). 

10. Sec. 77 (e) makes earning power the most important criterion of value. The Commis- 
sion dutifully considers other evidence as well, but the Commission has stated that value 
for reorganization purposes is “dependent upon the present and prospective earning power 
of the properties, considering, among other things, the amount of business available, the com- 
petition which must be met in obtaining that business, and the character and condition of 
the facilities which make up the physical properties.” Chicago, G. W. R. Co. Reorganiza- 
tion, 247 ICC 193, 195 (1941). 

11. St. Louis S. W. Ry. Co. Reorganization, 252 ICC at 328 (1942). ‘“‘Neither the total 
new capitalization approved nor the plan as a whole is based on a formula. Our agreement 
as to conclusions does not imply that all of us reached the conclusions by the same route, 
or were to the same extent affected by every one of the many considerations which moved 
us to those considerations.’’ Mention of rates varying between 4-5 per cent has been made 
in many reports. 
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mated income”’ to give the approved capitalizations.” It seems that the 
Commission has sometimes been reluctant to reduce capitalizations to 
the extent possible by using a rate as high as 4 per cent—f those in- 
come estimates mentioned in the Commission’s reports were relied upon 
by the Commission.’ The extent to which the Commission has relied 
upon those particular estimates has not, however, been revealed. Dif- 
ficulties in defending the new capitalizations were created by the tre- 
mendous improvement in railroad earnings during the war. Stock- 
holders who were to be eliminated from participation in reorganized 
railroads have protested that larger capitalizations were justified. The 
Commission has denied these petitions, with few exceptions,"4 on the 
ground that the increased levels of earnings would not be permanent;'S 
and the courts have sustained the Commission when satisfied that the 
Commission had considered the evidence before rendering judgment.” 

The volume of new fixed interest bonds to be issued by the reorgan- 
ized railroad is determined with reference to the volume that can be 
serviced in low earnings years, although not necessarily the lowest year 
of some period in the past.’? The burden of new fixed interest has not 


12. Rate of return required 
on approved capi- 
Rate of interest to capi- talizations to cover 
talize estimated in- all interest and 
come available for dividend charges 
interest and divi- including special 
dends to give ap- funds and a 3 per 
Interest Rates proved capitaliza- cent dividend on 
tion* common 
ee ee I ee 
Pe indsn km cwecees ae me 
2-2.99... 3 a 
373-99... 5 oe 
474-99... 3 12 
5-5 -99.. I - 
99.. _ 
7-7.99... 
13 14f 


* The Commission did not indicate whether it regarded these estimates 
of future income as reliable. These estimates were suggested by various par- 
ties, sometimes by the Commission itself. 


_ No estimate of future income given in one of the fourteen proceed- 
ings. 

13. See note 12. 

14. The St. Louis S. W. Ry. Co. was discharged from bankruptcy, July 14, 1947, and 
returned to its owners, because that railroad was able to satisfy all its creditors. See for an 
account of procedure: Hearings before the Special Sub-committee on Bankruptcy and Re- 
organization of the Committee on the Judiciary, House of Representatives, 80th Congress, 
1st Session, on H.R. 3237, Washington, D.C., 1947, pp. 49-51. 

15. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 69 (1942); Missouri Pacific R. 
Co. Reorganization, 257 ICC at 556 (1944). 

16. Ecker v. Western P. R. 63 Sup. Ct. 692, 704, 707, 708, 709 (1943); Group of Institu- 
tional Investors v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct. 727, 738, 739, 740 (1943); 
RFC v. Denver & R.G. W. R. Co., 66 Sup. Ct. 1282, 1290-94 (1946); Insurance Group Com- 
mittee v. Denver & R. G. W. R. Co., 67 Sup. Ct. 583, 586-89 (1947). 

17. N. Y.,N. H. & H. R. Co. Reorganization, 239 ICC at 398 (1940); Denver & R. G. W. 
R. Co. Reorganization, 233 ICC at 552 (1939). 
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been greater than that amount which could have been carried in all but 
a few of the worst years of the 1930’s; and it appears that the earning 
record of the 1930’s exerted great influence on the decision concerning 
the volume of new fixed interest bonds." If the earnings record would 
not support the issue of fixed interest bonds, none were issued.'® 

The volume of fixed and contingent interest bonds has been re- 
stricted to an amount that could be carried when income is no greater 
than the estimates of future income which were presented during the 
proceedings as “normal” earnings available for interest and dividends.” 
Thus it seems to be the intention of the Commission to have both fixed 
and contingent charges covered by the “usual” income of a bankrupt 
railroad.* With the amount of fixed interest bonds and income bonds 
thus determined, the remainder of the capitalization is then composed 
of stocks. The proportion of preferred is determined by the need for se- 
curities of various ranks with which to satisfy the priority requirements 
of various classes of claims outstanding.” Sometimes it is not necessary 
to use preferred stocks, because there are relatively few classes of claims 
with different rank, and the priority of those claims can be maintained 
merely with the issue of new bonds and new common stock.”’ An ad- 
vantage of a simple capital structure that does not contain preferred 
stock lies in the possible issuance of preferred at a later date should 
additional financing be required. 

The rough outlines of the capital structure have thus been obtained. 
The precise amounts of each class of security, as well as the volume of 
preferred stocks, if any, are then determined by the process of distribut- 
ing the new securities so as to satisfy specific claims in conformity with 
the absolute priority doctrine.*4 Tailoring of the capital structure, how- 

18. Denver & R. G. W. R. Co. Reorganization, 233 ICC at 552 (1939); N. Y., N. H. & 
H. R. Co. Reorganization, 239 ICC at 398 (1940); Chicago, R. I. & P. Ry. Co. Reorganiza- 
tion, 242 ICC at 483 (1940). Compare new fixed interest burden with level of earnings in 
the 1930’s. 

19. Fort Dodge, D. M. & S. R. Co. Reorganization, 244 ICC at 637 (1941); Middletown 
& U. R. Co. Reorganization, 261 ICC at 469 (1945); Spokane Inter. Ry. Co. Reorganiza- 
tion, 233 ICC at 157 (1939); Chicago, I. & L. Ry. Co. Reorganization, 254 ICC at 562 
(1944). 

20. While the table of data is not presented here, this comparison for fourteen Class I 
railroads shows that the total of fixed and contingent interest was covered from 1.08 times 
to 1.73 times by estimated, normal income available for interest and dividends. 

21. Chicago, R. I. & P. Ry. Co. Reorganization 242 ICC at 438 (1940). 

22. Wisconsin Central Ry. Co. Reorganization 267 ICC at 457 (1947). 

23. See Reorganization of Chicago, I. & L. and Spokane International. 

24. Articles concerning this doctrine have fattened the law journals. See especially 
Alfred J. Buscheck, ‘‘A Formula for the Judicial Reorganization of Public Service Corpora- 
tions,” Columbia Law Review, Vol. 32 (1932), pp- 964-98; James C. Bonbright, and Milton 
M. Bergerman, ‘ “Two Rival Theories of Priority Rights of Security Holders in a Corporate 
Reorganization,” Columbia Law Review, Vol. 28 (1928), pp. 127-65; E. M. Dodd, Jr., ‘“The 


Los Angeles Lumber Products Company Case and Its Implications,” Harvard Low Review, 
Vol. 53 (1940), pp. 713-53; Harry G. Guthmann, ‘‘Absolute Priority in Reorganization,” 
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ever, does not mean that the amounts of fixed and contingent interest 
bonds, which have been determined by reference to certain bench 
marks of income, will be altered to any great extent. If the amount of 
new, fixed interest bonds that could be carried in low-income years were 
$500,000, but a slightly larger amount were needed in order to maintain 
the different rank of claimants, some additional bonds might be issued 
without departing to any great extent from the foregoing amount that 
was determined with reference to low-income years. 


ALLOCATION OF SECURITIES 


Achievement of a fair distribution of the new reorganization securi- 
ties requires the Commission to adjust allocations so as to conform 
with two factors: (1) the existence of classes having claims of successive 
priority upon the same property and (2) the existence of classes having 
claims of the same rank upon different properties.*> In the first in- 
stance, senior claims, attaching to a particular mortgaged section, must 
be satisfied in full before more junior claims receive anything. Further- 
more, when a senior class of claimants receives new reorganization se- 
curities of the same rank as a more junior class, then a loss of priority is 
suffered, and compensation for this loss must be accorded the senior 
class. In the second instance, classes having claims of the same rank 
upon different property must receive treatment that recognizes the dif- 
ferences in relative value of the various properties. A statement of Mr. 
Justice Douglas’s will clarify these points: 

... Where . . . each group of bondholders is contributing to a new system mort- 
gage separate properties from old divisional mortgages as is invariably the case, it 
is necessary to fit each into the hierarchy of the new capital structure in such a way 
that each will retain in relation to the other the same position it formerly had in 
respect of assets and of earnings at various levels. If that is done, each has obtained 
new securities which are the equitable equivalent of its previous rights and the full 


priority rule of the Boyd case as applied to the rights of creditors inter se, is satis- 
fied.?6 


In theory, therefore, it would seem that the Commission must satisfy 
the following condition laid down by legal precedent if fair and equi- 
table treatment is to be accorded in conformity with the absolute prior- 
ity doctrine :?7 


Columbia Law Review, Vol. 45 (1945), PP- 739-54; Robert T. Swaine, ‘‘A Decade of Railroad 
Reorganization under Sec. 77 of the Federal Bankruptcy Act,” Harvard Law Review, Vol. 
56 (1943), pp. 1037-58. ’ 

25. Robert T. Swaine, op. ctt., p. 1202. 

26. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct. 727, 
748 (1943). 

27. Northern Pacific Ry. Co. v. Boyd, 228 U. S. 482 (1913); Case v. Los Angeles Lumber 
Products Co., 308 U. S. 106 (1939); Consolidated Rock Products Co. v. E. Blois du Blois, 312 
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Face value of claim + value of rights of Value of new securities awarded the 
position in the old hierarchy of claims = claim + value of rights of position in 
the new hierarchy of claims 


The fact that a senior claimant possesses a $1,000 bond which is worth 
considerably less on the market or that the senior claimant purchased 
the bond for considerably less than face value has nothing to do with 
the case, not even though speculators may have purchased bonds in a 
depressed market and may later on reap large profits from the sale of 
the new securities received in exchange for the old. 

The senior claims, therefore, must be satisfied before more junior 
claims receive anything. It might seem, of course, that the Commission 
would have to forecast market prices of the new securities, but such 
forecasts would undoubtedly fall wide or short of their mark. The Com- 
mission, however, does not attempt the impossible, nor has the Supreme 
Court demanded the impossible. 


A requirement that dollar values be placed on what each security holder sur- 
renders and on what he receives would create an illusion of certainty where none 
exists and would place an impracticable burden on the whole reorganization proc- 
ess. . .. Whether in a given case senior creditors have been made whole or received 
“full compensatory” treatment rests in the informed judgment of the Commission 
and the District Court on consideration of all relevant facts.”* 


“Value for reorganization” purposes is stated in terms of par or stated 
value of the new reorganization securities.” Since new capitalizations 
have been conservatively established, the Commission presumably 
takes the position that the value of the new securities would closely ap- 
proximate their par or stated value under normal circumstances. *° The 
satisfaction, however, of the equation presented above, involves, in 
addition to an appraisal of the value of the new securities, the weighing 
of intangible rights. The loss of former rights and the compensations for 


U.S. 106 (1939); Ecker v. Western Pacific R. Co., 318 U.S. 448 (1943); Group of Institutional 
Investors v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct., 727, 748 (1943); Edward W. 
Bourne, “Findings of Value in Railroad Reorganizations,” Yale Law Journal, Vol. 51 
(1942), P.. 1067; John A. Gilchrist, ‘‘Fair and Equitable Plan of Reorganization. A Clearer 
Concept,” Cornell Law Quarterly, Vol. 26 (1941), p. 617; Swaine, op. cit., pp. 1210-17. 

28. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct. 727, 
749 (1943). 

29. Florida East Coast Ry. Co. Reorganization, 267 ICC 729, 735 (1948). “In any re- 
organization ‘value for reorganization purposes’ simply means ‘maximum permissible capi- 
talization,’ and not the quick worth of the property as measured by market appraisal of 
the value of securities representing that capitalization. Maximum permissible capitalization 
is expressed in terms of par or stated value and in no reorganization do the securities issued 
immediately command on the market prices approaching par... .” 

30. Florida East Coast Ry. Co. Reorganization, 267 ICC 729, 736 (1948). ‘‘As in all 
reorganization cases, in this proceeding we found the normal future annual earnings which 
might reasonably beexpected . . . , then determined the amount of debt which such earnings 
can service, allowing some residue for return to stockholders. Central of Georgia Ry. Co. 
Reorganization, 261 ICC at 506 (1945). 
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these losses can take many forms. Whether the loss of former rights is 
precisely offset by the receipt of new rights cannot be precisely deter- 
mined because none of these factors can really be expressed according to 
a common denominator. Here enters the judgment of experts. 

In what form does the Commission grant compensation for loss of 
former rights when security-holders receive a new bundle of securities 
with rights inferior to those of the old securities? The Commission has 
stated: 


The two elements together, i.e., investment features of the new securities and 
the amount of the claim of each new security upon the assets of the reorganized 
company are both necessarily involved in a determination of the adequacy of the 
compensation of any class of creditor. The advantageous aspects of either element 
may be relied upon to supplement the other.3 


In other words, compensation for loss of priority can be qualitative or 
quantitative or a combination of both. In Table 1, there are presented 
some examples which illustrate the variety of forms that compensation 
can assume; and on the basis of the Commission reports, it is possible to 
make some generalizations that will add additional clarification to the 
discussion. 


I. WHEN NEW FIXED INTEREST BONDS ARE GIVEN IN EXCHANGE 
FOR OLD FIXED INTEREST BONDS 


Sacrifices of prior position may take the following forms: sharing 
new bonds with a junior class, reduction in the interest rate, extension 
of maturity date, or alteration of the property subject to the mortgage 
lien. Compensation for loss of prior position may take the following 
forms: (1) Several series of bonds with rights prior to those bonds dis- 
tributed to a more junior class.** (2) The new bonds may participate in 
earnings at a lower level of system income than did the old bonds.+ 
(3) The new bonds may be subject to retirement through a sinking fund 
and may be callable at a premium.*4 (4) The mortgage indenture may 
contain desirable provisions concerning such matters as limitation of 
additional issues of bonds, contributions for a capital fund, and other 
safeguards to prevent reoccurrence of financial distress.3> (5) The 


31. Chicago, R. I. & P. Ry. Co. Reorganization, 257 ICC at 311 (1944). 

32. Central of Georgia Ry. Co. Reorganization, 261 ICC at 332 (1945). Sometimes divi- 
sional issues are left undisturbed as in the New Haven and Rock Island proceedings. 

33. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC 725 (1943); Denver & 
R. G. W. R. Co. Reorganization, 254 ICC at 361-2 (1943); N. Y., N. H. & H. R. Co. 
Reorganization, 254 ICC at 411 (1943); N. Y., S. & W. R. Co. Reorganization, 2571CC at 
655 (1944); St. L.-S. F. Ry. Co. Reorganization, 257 ICC at 412 (1944). 

34. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 730 (1943); N. Y., 
N. H. & H. R. Co. Reorganization, 254 1CC at 412 (1943); N. Y.,S. & W. R. Co. Reorgani- 
zation, 257 ICC at 655 (1944). 

35. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 731 (1943); N. Y.,S.& 
W. R. Co. Reorganization, 257 ICC at 655 (1944). 
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mortgage of the new bonds received may cover substantially all the 
railroad property rather than a small segment upon which the old 
mortgage may have been based.** (6) The new mortgage may attach to 


TABLE 1 


COMPENSATION FOR Loss OF Prior RIGHTS 


CENTRAL OF GEORGIA* 
First Mortgage Bonds: 5%, Due 1945 


Loss OF: 

5 per cent interest rate, received average of 4.2 per cent. Maturity in 1945, 
extended 50 yrs. for fixed interest bonds, 75 yrs. for contingent interest bonds. 
Exchanged for: 12 per cent cash, 58 per cent in 4 per cent new first mortgage bonds, 
30 per cent in 43 per cent new Series A income bonds. 


COMPENSATION RECEIVED: 
Cash: 12 per cent of the claim to be paid in cash. 


New 4 per cent first mortgage fixed interest bonds: 58 per cent of claim to be 
satisfied with these bonds. Interest on these bonds will be earned at lower levels 
than on the old. Sinking fund provisions are included, which the old bonds do not 
have. Priority is given over the sinking fund for income bonds. 


New 4} per cent income bonds Series A: 30 per cent of claim to be satisfied with 
these bonds. Sinking fund for retirement of Series A before other series. Will have 
benefits but not burdens of special debt retirement fund. Interest will be payable 
at a level of earnings no higher than 4o per cent of the old fixed charges. 


CHATTANOOGA Driv. 4’s 


First Mortgage, Due 1951 
Loss OF: 
Exchanged for: .g per cent cash; 22.7 per cent fixed interest bonds, 42.6 per 
cent contingent interest bonds, 33.9 per cent preferred stock; Series A. 


COMPENSATION RECEIVED: 

Receive all the new securities issuable against the property on which this bond 
issue has a lien, after prior liens are provided for, except for a part of the preferred 
and all the common stock. 

New preferred is Series A, which has priority over the other new preferred. 


* 261 ICC at 319-20 (1945). 


property upon which there is a smaller debt per mile than previously; 
in other words, the assets behind each dollar of indebtedness may be 
greater.*’ 


36. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 413 (1943); N. Y., S. & W. R. 
Co. Reorganization, 257 ICC at 655 (1944). 

37- Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 727 (1943); Denver & 
R. G. W. R. Co. Reorganization, 254 ICC at 361-2 (1943); N. Y., S. & W. R. Co. Reor- 
ganization, 257 ICC at 655 (1944). 
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II. WHEN NEW CONTINGENT INTEREST BONDS ARE GIVEN IN 
EXCHANGE FOR OLD FIXED INTEREST BONDS OR FOR 
OLD CONTINGENT INTEREST BONDS 


Sacrifices may take the following forms: sharing new bonds with a 
junior class, reduction in interest rate, loss of fixed interest, extension of 
maturity, or alterations of the property subject to the old mortgage. 
Compensation may take the following forms: (1) There may be several 
series of income bonds with different privileges, as a means of providing 
bonds with rights prior to those bonds distributed to a more junior 
class.** (2) The new bonds may participate in earnings at a lower level 
of income than did the old bonds.*® (3) A higher interest rate may be 
carried by the new income bonds than by the old fixed interest bonds.*° 
(4) There may be sinking funds or special debt retirement funds; and 
the bonds may be callable at a premium. (5) The mortgage indenture 
may provide certain valuable features: conversion rights into preferred 
or common stock, cumulative income up to a limit, limitations on fur- 
ther issues, and other provisions designed to prevent reoccurrence of 
financial crises. (6) The new mortgage may cover substantially all the 
railroad property rather than a small segment upon which the old mort- 
gage may have been based.‘* (7) The new mortgage may attach to 
property upon which there is a smaller debt per mile; in other words, 
the assets behind each dollar of indebtedness may be greater.*4 


lI. WHEN NEW PREFERRED STOCK IS GIVEN IN EXCHANGE FOR 
OLD FIXED INTEREST OR CONTINGENT INTEREST BONDS 


Sacrifices may take the following forms: sharing new preferred stock 
with a junior class, loss of creditor position and assumption of the risks 
of a stockholder, loss of fixed interest, receipt of income at higher levels 
of earnings than before, and, possibly, reduction in the interest rate. 
Compensation may take the following forms: (1) The stock may be 
issued in series with prior liquidation rights for one of the series.“ 
(2) The voting may be cumulative, which would permit election of a 


38. Central of Georgia Ry. Co. Reorganization, 261 ICC at 319 (1945). 

39. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 730 (1943). 

40. Denver & R. G. W. R. Co. Reorganization, 254 ICC at 361—2 (1943); St. L.-S. F. Ry. 
Co. Reorganization, 257 ICC at 412 (1944). 

41. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 730 (1943). 

42. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 730 (1943); N. Y., N. H. 
& H.R. Co. Reorganization, 254 ICC at 412 (1943); N. Y., S. & W. R. Co. Reorganization, 
257 ICC at 656 (1943); St. L.-S. F. Ry. Co. Reorganization, 257 ICC at 412 (1944). 

43- N. Y., S. & W. R. Co. Reorganization, 257 ICC at 656 (1944). 

44. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 727 (1943); N. Y. 
S. & W. R. Co. Reorganization, 257 ICC at 656 (1944). 

45. Central of Georgia Ry. Co. Reorganization, 261 ICC at 320 (1945). 
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certain number of directors.* Increased representation on the board of 
directors may be permitted in case of failure to pay dividends during a 
stated period.’ (3) The preferred may be retired by sinking fund opera- 
tions after the retirement of debt.** (4) The interest rate on preferred 
stock may be higher.*® (5) There may be a participating feature.’ 
(6) Eventual improvement in the earning position of the preferred 
stock may be brought about by retirement of debt through operation of 
a sinking fund.* (7) There may be a cumulative feature up to a certain 
limit.* (8) Conversion rights into common stock may be given to the 
holders of the preferred.* 


IV. WHEN NEW COMMON STOCK IS GIVEN IN EXCHANGE FOR OLD 
FIXED INTEREST OR CONTINGENT INTEREST BONDS OR 
FOR OLD PREFERRED STOCK 


Sacrifices may be similar to those above in III. Compensation may 
take the following forms: (1) Common stock may be offered one class of 
claimants on a more favorable basis than to another; for example, one 
share of stock may be awarded for $57 of claims as against $62 of 
claims.54 (2) Control of the railroad may be involved in allocation of 
common stock.’s (3) The common stock may be issued in series with 
different privileges: a participating feature, prior liquidation rights, 
etc. (4) Common stock may be allocated as a way of granting par- 
ticipation in higher income, if and when earned.‘ 

Although size of income to be derived from the allotment of new se- 
curities can constitute a compensatory feature, if the income is larger 
than before, the Commission does not always consider it necessary to 
maintain the previous rate of return earned by the old securities.5* 
Particularly when a bond issue has matured just before or during the 
period of bankruptcy, the holders of those bonds have a claim that in- 
cludes the interest on their bonds down to the date of maturity; hence, 

46. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 731 (1943); N. Y. 
S. & W. R. Co. Reorganization, 257 ICC at 656 (1944). 

47. See note 46. 

48. Chicago, M., St. P. & P. R. Co. Reorganization, 254 ICC at 730 (1943). 

49. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 412 (1943). 

50. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 413 (1943); N. Y.,S. & W. R. 
Co. Reorganization, 52 ICC at 656 (1944). 


51. N. Y.,S. & W. R. Co. Reorganization, 257 ICC at 656 (1944). 

52. See note SI. 

53- N. Y., N. H & H.R. Co. Reorganization, 254 ICC at 412 (1943). 

54- Central of Georgia Ry. Co. Reorganization, 261 ICC at 321 (1945); N. Y., S. & 
W. R. Co. Reorganization 257 ICC at 657 (1944). 

55- Chicago, I. & L. Ry. Co. Reorganization, 254 ICC at 584 (1943). 

56. Chicago, I. & L. Ry. Co. Reorganization, 254 ICC at 584 (1943). 

57- Denver & R. G. W. R. Co. Reorganization, 254 ICC at 584 (1943); see also R. F.C. 

v. pty R. G. W. R. Co., 66 Sup. Ct. 1282, 1298 (1946). 

58. N. Y.,S. & W. R. Co. Reorganization, 257 ICC at 644 (1944). 
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the Commission feels that it is unnecessary to continue the old rate of 
return and that it is only necessary to consider investment values in the 
light of present-day conditions.’ In such cases, sufficient compensa- 
tion, it is thought, is given by the general pattern of interest rates 
usually used by the Commission: 4 per cent on fixed interest bonds, 
42 per cent on income bonds, 5 per cent on preferred stock, and, of 
course, that rate of return on the common stock that seems likely in the 
light of estimated income. In other situations, where the reduction of 
the interest income occurs before maturity of the bond issue, the loss of 
income can be offset by the receipt of other valuable features. “The 
amount, as well as the character of the securities to be received, must 
be considered in determining the adequacy of the compensation of the 
bondholders.’”®° 

Another compensatory feature mentioned above is the receipt of 
voting stock which carries with it control of the company. Evidently, 
the Commission does not consider that control is a right that must al- 
ways be given to creditors normally entitled to receive what would be 
the controlling amount of common stock. If such control would not be 
in the public interest, control may be awarded to another party, as was 
decided in the Florida East Coast reorganization.* The Commission 
felt that the bundle of new securities awarded the particular class of 
claimants in question compensated them adequately in spite of the fact 
that control of the railroad was taken away.” Whether the Commission 
will be sustained eventually in this denial of the privilege of control in 
the Florida East Coast proceeding is a question that has yet to be 
answered.°3 

The Commission must consider the adequacy of every allotment of 
new securities in the light of the amount and priority of the claim. In 
its report on the Milwaukee plan, the Commission did not consider 
whether sufficient compensation had been given to the general mort- 

59. N. Y., S. & W. R. Co. Reorganization, 257 ICC at 654 (1944); also see Chicago, M.., 
St. P. & P. R. Co. Reorganization, 254 ICC at 727 (1943); and Denver & R. G. W. R. Co. 
Reorganization, 254 ICC at 361 (1943). 

60. Chicago, R. I. & P. Ry. Co. Reorganization, 257 ICC at 312 (1944). 


61. Florida East Coast Ry. Co. Reorganization, 261 ICC at 346-47 (1945); 267 ICC 729 
(1948). 

y Florida East Coast Ry. Co. Reorganization, 267 ICC at 354, 379 (1947); 267 ICC at 
736 (1948). 

63. In re Florida East Coast Ry. Co., 81 F Supp 926, 932, 933, 934 (1949). The Commis- 
sion’s plan was disapproved by the district court. While the judge thought it was doubtful 
whether the Commission could force the merger between the Atlantic Coast Line and the 
Florida East Coast, he said that there was no need to decide that issue. The plan could be 
rejected because new evidence, produced since the Commission approved the plan, showed 
that the bondholders, who were being denied control of the Florida East Coast, had not 
been given a bundle of Atlantic Coast Line Securities which was the equitable equivalent of 
the Florida East Coast Line securities that this class would have received in the absence of 
the merger. 
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gage bondholders, who were to receive an amount of securities equal to 
the amount of their claim but of an inferior rank compared to the old 
securities; furthermore, a junior class of bondholders was to participate 
in the plan and receive a large amount of common.” This failure to 
weigh compensation against losses was one reason why the Supreme 
Court returned the plan to the Commission for further consideration.®s 
The general mortgage bondholders were not regarded as having been 
compensated for losses of position by receiving, with their allotment of 
securities, the rights normally belonging to the various kinds of securi- 
ties allocated to them; something more was needed to compensate that 
class of creditors. Ever since the Milwaukee case, the Commission has 
been careful to weigh security allocations in the light of their adequacy, 
and the occasions demanding appraisals of this sort have been increased 
by the Commission’s desire to simplify the new capital structures. At- 
tainment of this end usually requires that different classes of claimants 
must be given, in part at least, the same type of security. * 


ALLOCATION OF SECURITIES AMONG VARIOUS MORTGAGED 
SECTIONS OF A RAILROAD 


The complicated capital structures, inherited by most railroads from 
bygone days of railroad growth, have made the distribution of reorgani- 
zation securities a difficult task. The treatment of the mortgage bonds 
of a particular mortgaged section of a railroad system depends upon the 
relative value of that section compared to other mortgaged sections of 
the system. Value depends on earning power. Hence the earnings in one 
or more years are assigned by the use of formulas to the various mort- 
gaged sections, and the proportion of total earnings produced by each 
section is then determined. The securities that form the new capitaliza- 
tion are distributed among the various mortgaged sections in propor- 
tion to earnings; and the securities, allocated to a particular section are 
used to satisfy the claims attaching to that particular mortgaged sec- 
tion. Excess securities not needed to satisfy claims attaching to a par- 
ticular mortgaged section can be applied to unsatisfied claims of other 
mortgaged sections. If income studies of several years are used, it may 
be found that there is some variation in the proportion of earnings con- 
tributed by a given mortgaged section in low- and high-income years. 
The Commission has on one occasion made adjustments in the distribu- 


64. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 63 Sup. Ct. 752 
(1943). 

65. See note 64. 

66. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co. 63 Sup. Ct. 752 
(1943). 
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tion of new securities to reflect this variation in income-producing 
ability.” 

The formulas used to distribute income of a base year are not perfect, 
as the Commission admits.® The difficulties involved in refining them 
would probably incur unjustifiable expenses. In carrying out its assign- 
ment, the Commission has approved formulas for segregating income 
among the various parts of a railroad system, but, at the same time, has 
cautiously stated: “Our recommendations herein merely express our 
opinion of a fair allocation and are in no wise intended to express any 
views with respect to the use of the results obtained from the applica- 
tion of the formula or the weight to be given such results.’’®® Nonethe- 
less, the results from such formulas do receive careful consideration by 
the Commission and also by the courts, which have used the income- 
segregation formula to determine whether a leased line has been oper- 
ated, after the rejection of the lease, at a profit or loss.” 

In the income-segregation formula, the principal problem lies in the 
attempt to prorate revenues and expenses from operations common to 
two or more divisions of the system and at the same time to give credit 
for the particular type of service rendered, whether line-haul, origina- 
tion or termination of traffic, or interchange. The Commission has 
stated, with respect to terminal costs: 

There are no fixed rules generally in effect for the compensation of terminal lines 
for these higher costs, but they always are recognized, in some manner, in the 
division of interline-freight revenues between different roads. In some instances a 
minimum percentage of the rate is allotted to the terminal roads, the residual part 
being apportioned to the intermediate lines on the basis of mileage. In others a con- 
structive-mileage block is added to the actual mileage of the terminal lines and the 


revenue is prorated on the basis of the sum of the actual and the constructive 
mileages.7 


The use of constructive mileage allowances has been the method usu- 
ally prescribed in the segregation formulas, approved by the Commis- 
sion, by which compensation can be given for the services involved in 
line-haul, terminal, and interchange operations. According to this 
method, mileage allowances are established for these different opera- 


67. Chicago, R. I. & P. Ry. Co. Reorganization, 252 ICC at 485 (1942). Compare with 
St. Louis-S. F. Ry. Co. Reorganization, 257 ICC at 411 (1944). 

68. The formulas are sometimes developed by the Commission or its examiners and 
sometimes by private parties. See: John F., Meck, Jr., and John E. Masten, “Railroad 
Leases and Reorganization. I,” Yale Law Journal, Vol. 49 (1940), p. 644, n. 61; N. Y.S.& 
W. R. Co. Reorganization, 236 ICC 425 (1939). Under Sec. 77 (c) (10), the court may ask 
the Commission for recommendations for allocating earnings. See, for examples, N. Y., 
N. H. & H. R. Co. Reorganization, 224 ICC 723 (1938); Central of Georgia Ry. Co. Re- 
organization, 252 ICC 587 (1942). 

69. N. Y., S. & W. R. Co. Reorganization, 236 ICC at 429 (1939). 

70. Palmer v. Palmer, 104 F 2d 161 (1939); Palmer v. Palmer, 305 U.S. 578 (1939). 

71. N. Y., S. & W. R. Co. Reorganization, 236 ICC at 429 (1939). 
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tions; and freight revenues are then prorated on the basis of construc- 
tive miles. The manner in which these allowances are constructed is il- 
lustrated in the following table; it will be noted that average system 
costs of operations are involved. During the hearings, a criticism of this 


TABLE 2 


METHOD OF DETERMINING CONSTRUCTIVE MILEAGE ALLOWANCES 
IN THE NEW HAVEN REORGANIZATION* 


Constructive Mileage 


Cost Data Allowance 
Average system road-haul cost per loaded-car mile... $ .14 1 mile 
Average system terminal cost per loaded-car mile.... $15.32+.14=109 miles 


Average system interchange cost per loaded-car mile.. $ 3.15-+.14= 23 miles 
*N.Y., N. H. & H. R. Co. Reorganization, 224 ICC 723, 727 (1938). 


use of average system costs was that a terminal on which costs were 
below average would be favored, whereas some terminals located on 
valuable and highly taxed lands would be adversely affected.” To this 
charge, the Commission replied: 

To accept these contentions, in our opinion, would be to give undue weight to 
costs and insufficient weight to earnings. If freight revenues were to be divided on 
the basis of actual rather than average terminal costs, no formula would be neces- 
sary. In order to determine the net earnings of each mortgage division, it would be 
necessary only to ascertain the expenses incurred on each division and then divide 
the total system earnings in proportion to these expenses. The higher the costs on 
any division, the greater would be its income. The less valuable a property might be 
because of unduly high expenses, the greater would be the proportion of earnings 
allocated to it. Such apportionment would result in concealing all differences in 
earning power.73 


The Commission has not, however, always adhered to the use of aver- 
age system costs when dealing with a particular terminal. In the N. Y., 
S. & W. R. Co. reorganization, the Commission felt that the Terminal 
district should have its own constructive mileage allowances because of 
the differences between that and other districts in the ratio of inter- 
change operations to originating and terminating operations.‘ In other 
words, the use of average system costs is not justified where there are 
important differences in the nature of terminal services rendered by the 
various parts of the system. In handling this Terminal-district prob- 
lem, Commissioner Mahaffie thought an entirely different method 
should have been used: 

The use of a constructive-mileage allowance for originating and terminating 


mortgage divisions performing a line haul is a fair method of allocating freight 
revenues between them. In such instances there are reciprocal opportunities for the 
72. N. Y., N. H. & H. R. Co. Reorganization, 224 ICC at 729 (1938). 


73. See note 72. 
74. N. Y., S. & W. R. Co. Reorganization, 236 ICC at 438 (1939). 
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averaging out of inequalities. In the present instance the situation is different. The 
Terminal district is in reality a facility and, in my opinion, should be treated as 
such. The problem of segregating the earnings of such an operation is analogous to 
that involved in fixing the rental to be paid an independent terminal company by 
joint users of the property. In actual railroad practice the payments to such a 
terminal are based not upon any division of gross revenues but upon the allowance 
to the terminal of operating expenses plus a return on the investment. To allocate 
revenues between a line haul and a terminal through the use of a constructive- 
mileage allowance is an attempt to make use of a device developed for a wholly 
different purpose.75 


Commissioner Mahaffie’s suggestion has some limitations in that the 
method would apparently accept existing costs of the Terminal as a 
basis for allocating sufficient revenues to cover those costs. Certainly 
some adjustments would be needed if the Terminal expenses were 
clearly out of line with some ideal norm which might be established by 
a thorough analysis of the Terminal operations in the light of what 
could reasonably be achieved in the way of economy at the particular 
terminal in question. On the other hand, the average-system-cost-meth- 
od of constructing mileage allowances might involve a theoretical error. 
It would be correct to make comparisons on the basis of average ter- 
minal costs only if all terminals performed the same type of service, 
under similar operating conditions. The services rendered by different 
terminals, or by different mortgage parts of a system in the co-operative 
movement of traffic, may really constitute different services.” Varia- 
tion from an average might only point to this fact and not to greater or 
lesser efficiency. For example, the main line of a transcontinental rail- 
road might have one mortgaged section that would traverse mountain- 
ous territory, whereas another mortgaged line might traverse level 
country. To say that traffic along the first line is less profitable than 
along the second, when both lines are necessary for through traffic, 
seems to involve rather artificial concepts of profitability. Furthermore, 
where terminal operations are concerned, it seems evident that costs 
involved in serving large centers will be higher than smaller terminals 
since congestion, higher property values, and higher taxes are char- 
acteristic of large centers. Perhaps, property values and taxes on the 
large terminals are higher than they should be when comparisons are 
made with other property in the same area.”’? Recognition of this fact 
might be made in computing ideal costs of operation at the terminals, 
but the use of average system costs to establish mileage blocks would 
seem to ignore the particular characteristics of large terminals. There is 


75. N. Y., S. & W. R. Co. Reorganization, 236 ICC at 440 (1939). 

76. See discussion by Commissioner Eastman in Chicago, R. I. & P. Ry. Co. Reorganiza- 
tion, 242 ICC at 467-68 (1940). 

77. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 409 (1940). 
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not, however, sufficient evidence cited in the Commission’s reports to 
determine whether the average-system-cost method results in appre- 
ciable injustices. 

There are certain matters inadequately reflected by segregation 
studies, such as (1) severance or strategic values, (2) contributed traf- 
fic, (3) value of particular facilities, and (4) effect of possible operating 
economies.”* For the first of these reasons, severance studies are intro- 
duced to show the amount of traffic that would be diverted from a sys- 
tem if the line in question were operated independently. The value of a 
bridge line, for example, may be shown by this formula rather than by 
an income-segregation study, since the latter formula would give the 
bridge-line credit for traffic that could be routed over another line.’ 
The Commission does not rely exclusively upon any one type of for- 
mula in appraising earning power.*® A judgment may be made that 
involves weighing the results of several formulas in the light of the par- 
ticular kinds of service rendered by the mortgage line to the rest of the 
system. The method of computing earnings according to the severance 
formula is illustrated below in Table 3. 


TABLE 3 
COMPUTATION OF EARNINGS BY SEVERANCE METEOD 


1. Income of mortgaged section according to income-segrega- 
0 EER nA ee eres Fea ee $1,100,000. 
Plus expenses assigned to the mortgaged section but borne 
eee 100,000. 


NI fee hates Maree ae ee i a Ll Pe ae $1, 200,000. 
2. Revenues lost by system through diversion of traffic by 

severance of the mortgaged section.................... I, 500,000. 

Less expenses saved by the system through non-carriage of 

SES A on oc fs co acwaderees caeebhcns ots Gree 700,000. 


SR RI ee Se RI rae Se ge ees Cir secu CIRM NL par le rly EWA Sage 800,000. 


So far, the discussion has concerned the allocation of freight reve- 
nues. Passenger revenues are allocated in proportion to the mileage on 
those mortgage lines where the revenues are actually earned; no allow- 
ances are made for origination or termination of passenger traffic, al- 
though logically it would seem that allowances for these services should 
be granted.** As to the cost side of the picture, various bases are used 

78. For a discussion of formulas, see In re Chicago & N. W. Ry. Co. 35 F Supp, 230 at 
239-40 (1940). See also N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 383 (1940). 

79. Chicago & N. W. Ry. Co. Reorganization, 239 ICC at 618 (1940). 

80. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 409 (1940). 

81. N. Y., N. H. & H. R. Co. Reorganization, 224 ICC at 727 (1938); Central of Georgia 
Ry. Co. Reorganization, 252 ICC at 589 (1942). In the New Haven case above, at 730, the 


Commission indicated that the time and expense involved in making adjustments for the 
factors omitted would probably not be warranted. 
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for distribution of costs among the mortgage lines of the system: track 
mileage, train miles, locomotive miles, and other reasonable formulas.™ 

Results of formula studies sometimes reveal that mortgaged seg- 
ments of a railroad are actually deficit-producing during the base year. 
What volume of securities should be awarded to claims attaching to 
deficit properties? A lower limit would be the scrap value of the proper- 
ties.* A higher limit would be set by considering the value of traffic 
contributed to other portions of the railroad,*4 the strategic value of a 
particular route,*s and the effect of possible economies in the future.” 
“Strategic” values may influence not only the treatment of deficit seg- 
ments, but also income-producing segments which secure somewhat 
more favorable treatment than would be indicated merely by reason of 
earning power.*? In all these situations, the volume of securities dis- 
tributed would be determined through the exercise of judgment rather 
than by a precise formula. 

Divisional bonds are sometimes left undisturbed if the bond interest 
has been well covered by earnings, if the physical assets exceed in value 
the amount of the bonds, and if the maturity date has arrived or is not 
far off.** The Commission is usually reluctant to leave more than a few 
divisional bond issues undisturbed since they complicate the capital 
structure of the new company.* If the bond issue is small relative to 
available cash, and the other conditions mentioned above are met, the 
Commission might provide for payment of the bonds in cash.®° Once 
deficit lines, bridge lines, and divisional lines left undisturbed have 
been taken care of,” the remaining securities may then be distributed 
among the income-producing segments of the railroad in proportion to 
the relative value of each mortgaged section.” As indicated above, 
value is based upon earning power. The Commission must distribute 
the allotments of securities belonging to a particular mortgaged section 
among the various classes of claims that attach to that mortgaged sec- 
tion of the system. These final distributions reflect relative values of the 


82. N. Y.,N. H.& H. R. Co. Reorganization, 224 ICC at 723 (1938); Central of Georgia 
Ry. Co. Reorganization, 252 ICC at 587 (1942) 

83. Central of Georgia Ry. Co. Reorganization, 261 ICC at 300, 309 (1945). 

84. Boston & Providence R. Corp. Reorganization, 239 ICC at 477 (1940). 

85. Boston & Providence R. Corp. Reorganization, 239 ICC at 480 (1940). 

86. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 88 (1942). 

87. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 409 (1940). 

88. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 406 (1940). 

89. Chicago, R. I., & P. Ry. Co. Reorganization, 257 ICC at 311 (1944). 

go. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 405-6 (1940). 

ot. Central of Georgia Reorganization, 261 ICC 262, 299 (1945); Chicago, R. I. & P. Ry. 
Co. Reorganization, 242 ICC at 440-41; 247 ICC at 549 (1941). 

92. Chicago & N. W. Ry. Co. Reorganization, 236 ICC at 632 (1939); N. Y.,S. & W. R. 
Co. Reorganization, 257 ICC at 645 (1944); St. Louis-S. F. Ry. Co. Reorganization, 240 
ICC at 418 (1940). 
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various properties and also the differences in rank of claims attaching 
to the same property. Thus, fair and equitable distribution of securities 
is based upon an appraisal of many factors: the value of deficit proper- 
ties, the relative value of income-producing properties, the importance 
of contributed traffic,’ and the judgment of the Commission concern- 
ing the requirements of the absolute priority doctrine.** There are, 
therefore, economic as well as legal aspects of this process of distribut- 
ing new securities; and the legal aspects cannot be separated from the 
economic. The law imposes requirements of valuation that can only be 
imperfectly satisfied by present techniques, since the valuation of sepa- 
rate portions of a railroad, as though those portions were separate oper- 
ating entities, involves a number of artificial assumptions and intro- 
duces many complexities in the allocation of costs and revenues.® Sta- 
tistical studies may indicate a range of possible values for property 
rather than a precise sum. There is little wonder, therefore, that some 
compromise between opposing parties has, on occasions, offered the 
best solution to a difficult problem.” 


TREATMENT OF BONDS SECURED BY COLLATERAL 


So far, the discussion has been concerned with mortgaged or unmort- 
gaged property and the claims attaching thereto. Some bond issues, 
note issues, or other debts are secured by collateral which consists of the 
principal debtor’s own securities or of securities of other corporations. 
Theoretically, claimants are entitled to their collateral when payments 
of interest or principal are in default. If the collateral is sold, but the 
proceeds do not satisfy the claim, creditors have an unsecured claim for 
the deficiency.” The sale of collateral, however, can prove embarrassing 


93- Chicago, R. I. & P. Ry. Co. Reorganization, 252 ICC at 485 (1943). 

94. ‘‘The contribution which each division makes to a system is not a mere matter of 
arithmetical computation. It involves an appraisal of many factors and the exercise of an 
informed judgment.” Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 
63 Sup. Ct. 727, 748 (1943). 

95. Commissioner Eastman discussed some of the defects of formulas in N. Y., N. H. & 
H. R. Co. Reorganization, 239 ICC at 448-50 (1940). He felt certain valid conclusions could 
be derived despite these defects. 

96. Duluth, S. S. & Atlantic Ry. Co. Reorganization, 267 ICC at 592 (1947); Missouri 
Pacific R. Co. Reorganization, 239 ICC at 94 (1940) :‘“The debtor’s modified plan is a result 
of prolonged and painstaking negotiations between the debtors and representatives of their 
principal creditors. The agreements of many of the parties participating in the conferences, 
indicating a willingness to agree to, or at least not to oppose, the terms of the plan unless it 
is substantially modified, entitle it to our most careful consideration.”” Compare also 
Savannah & Atlantic Ry. "Co. Reorganization, 224 ICC at 213 (1937). While the Commis- 
sion may thus lend a sympathetic ear to compromise suggestions, the Commission must give 
evidence that it has ne, considered the evidence and independently rendered its 
verdict. In re N. Y., N. H.& & H.R. Co., 147 F 2d 40, 50 (1945). 

97- Robert T. Sw: aine, “The Purchase by Railroads of Their Own Obligations,” Law and 
Contemporary Problems, Vol. VII (Summer, 1940) pp. 532-39. 
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for the principal debtor, when the securities involved are essential for 
control of certain strategic lines.®* Also, if the collateral consists of the 
principal debtor’s own securities, their sale would undoubtedly take 
place at the then prevailing low prices caused by the bankruptcy. The 
unsatisfied portion of the claim would become an unsecured claim, 
while at the same time the purchasers of the system securities would 
succeed to claims for the face value of the securities acquired. Thus the 
total claims against the principal debtor would be increased by the 
amount of the deficiency. To forestall such sales of collateral,®® a court 
injunction can be obtained; and a creditor holding a claim secured by 
the principal debtor’s own securities might ultimately have to take the 
reorganization securities allotted to his collateral. On the other hand, a 
creditor with collateral consisting of securities, not issued by the debtor 
and not essential to the debtor’s system, might, if permitted, sell his 
collateral at the beginning of the bankruptcy proceedings for a greater 
sum than at any subsequent time. In the New Haven proceedings, 
where certain banks were restrained from selling their collateral, the 
Circuit Court ruled that the banks were entitled to be treated as se- 
cured creditors on their collateral to the extent they could have realized 
on their collateral had they not been restrained from sale and then as 
unsecured to the extent of the deficiencies that remained after valuing 
the collateral at the price that prevailed when the creditors had wanted 
to sell.7°° 

In deciding what sort of relative treatment should be given collater- 
ally secured claims, the Commission is guided by the values of the col- 
lateral rather than the amounts of the claims.*™ Collateral consisting of 
a railroad’s own bonds is part of an issue which usually has a lien upon 
certain system property; the entire bond issue, of which the collateral 
is a part, is entitled to receive the new securities allocated to that issue 
on whatever basis is used, such as block allotment or proportional share 
of earnings. Whatever is awarded, the collateral is then available for the 
claim secured by the collateral. Sometimes the collateral would be en- 
titled to receive a larger volume of reorganization securities than the 
amount of the claim itself, since claims are often secured by more than 
100 per cent. The Commission does not always allow a claimant to re- 
ceive this volume of new securities, if the new securities would be of 

98. In re Chicago & N. W. Ry. Co., 35 F Supp. 230, 249 (1940); Denver & R. G. W. R. 
Co. Reorganization, 233 ICC at 576 (1939); 254 ICC at 24 (1942). 

99. In re Chicago & N. W. Ry. Co., 18 F Supp 932, 935 (1935); Continental Illinois Na- 
tional Bank & Trust Co. v. Chicago, R. I. & P. Ry. Co., 294 US 648, 55 Sup. Ct. 595, 607 
(1935); compare with St. Louis—S. F. Ry. Co. v. Chase National Bank, 153 F 2d 319 (1945). 


100. InreN. Y.,N.H.& H.R. Co., 147 F 2d 40, 48 (1945). 
101. Inre N. Y.,N.H.& H. R. Co., 54 F Supp. 595, 607 (1943). 
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greater value than the amount of the claim, and if fair and equitable 
treatment can be accorded in some other way.’ The Commission may 
restrict the allotment of new securities to the amount of the claim, but 
will compensate for this loss by awarding a greater proportion of higher- 
grade securities. Of course, this arrangement affects the volume of 
higher-grade securities available for other claimants, and appropriate 
adjustments have to be made. When there are insufficient higher-grade 
securities available for compensation, the Commission may then allow a 
claimant to receive the volume of reorganization securities that would 
normally be allotted the collateral, even though the amount of the new 
securities does exceed the amount of the clalm—though the value of the 
allotment would not likely exceed the amount of the claim. This ar- 
rangement was permitted in the Chicago & N. W. case and was bitterly 
attacked by stockholder interests who were anxious to preserve some 
interest in the reorganized company and regarded the treatment of the 
RFC claim as a definite blow to their chances.’ The RFC had a claim 
of $49,184,905, for which it received $25,000,000 in collateral notes and 
in addition $58,701,008 in other new securities. This latter sum was the 
allotment for the particular varieties of system securities that formed 
the collateral and was received because $49,652,000 of collateral was 
reduced to possession.*** Thus, in satisfaction of a claim of $49,184,905, 
the RFC obtained $83,708,000 in new securities, but the market value 
of this allotment was known to be considerably below its face value.’*s 
The court commented upon various other ways in which the RFC claim 
might have been handled :*® (1) The claim might have been adequately 
satisfied by cash payment, but the company did not have enough sur- 
plus cash for this.purpose. (2) The original status of the claim might 
have been preserved by continuing fixed interest payments, but that 
arrangement would have decreased fixed interest bonds available for 
other claims which were entitled to receive fixed interest bonds. (3) All 
the collateral securing the original RFC loan could have been turned 
over to the RFC—$101,813,800 of collateral—but that solution would 
have permitted the loss of certain securities of essential value to the 
system. The actual method pursued was a combination of (2) and (3). 
To prevent essential system collateral from being permanently lost, a 
note was provided as large as could be supported by these essential se- 


102. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 412 (1940); Erie R. Co. Re- 
organization, 239 ICC at 724 (1940). 

103. Chicago & N. W. Ry. Co. Reorganization, 236 ICC at 575 (1939); 239 ICC at 616, 
631, 679 (1939). : 

104. Chicago & N. W. Ry. Co. Reorganization, 239 ICC at 616, 626, 631, 641, 679 
(1939); In re Chicago & N. W. Ry. Co., 35 F Supp 230; 242 (1940). 

105. See note 104. 

106. In re Chicago & N.W. Ry. Co., 35 F Supp. 230, 249 (1940); upheld in 126 F 2d 351, 
367 (1942). 
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curities. To avoid an additional collateral note, which would have re- 
duced the amount of fixed interest securities for other claims, the re- 
mainder of the collateral was awarded to the RFC, which then had the 
right to receive the reorganization securities normally accruing to that 
collateral. The court remarked, concerning this solution: 

The treatment of the R. F. C. proves nothing whatsoever as to the value of the 
new securities except that the Commission believes that the new securities allotted 
to the Reconstruction Finance Corporation could not be liquidated for an amount 
in excess of the Reconstruction Finance Corporation claim. This fact is established 
by the market prices of the outstanding bonds. All that the treatment of the Recon- 
struction Finance Corporation proves is that the Commission could not find a way 
to pay off the Reconstruction Finance Corporation in cash or to provide, within a 
sound capital structure, the required amount of new securities of a type which 
would reasonably satisfy the Reconstruction Finance Corporation’s right to receive 
money or money’s worth.?°7 


If a claimant is not allowed to secure possession of its collateral, some 
arrangement must be made to give it a fair equivalent, but it is difficult 
to establish just what will constitute a fair equivalent in higher-grade 
securities. The actual value of various types of securities allotted to 
holders of collateral cannot be estimated with any certainty, and the 
Commission must rely mostly on its judgment. An example of this 
problem is found in the New Haven case, where the fifteen-year secured 
gold bonds were secured with collateral that would have received a vol- 
ume of new securities larger than the claim involved.'® Accordingly, 
the Commission devised a way of limiting the allotment of securities to 
the face amount of the claim but granted some compensation in the 
form of higher ranking securities. On the basis of their collateral, 
holders of the secured bonds were entitled to 13 times as many securities 
as the holders of the New Haven first and refunding bondholders, who 
were to receive 20 per cent of their claim in fixed interest bonds. To the 
holders of collaterally secured bonds, there was allotted, therefore, 30 
per cent in fixed interest bonds and the remainder of the claim was 
filled out with income bonds.’*? The Commission remarked that the 
method used ‘‘was adopted in the absence of a more logical basis and 
was in reality a compromise between the then proposals of the principal 
debtor and the contentions of the holders of the claims involved.’’"° 


AN APPRAISAL OF OTHER RIGHTS 


In certain proceedings, the Commission has faced a difficult problem 
in attempting to evaluate certain intangible rights possessed by the 

107. In re Chicago & N. W. Ry. Co., 35 F Supp. 230, 243 (1940). 

108. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 410 (1940). 

109. N. Y., N. H. & H. R. Co. Reorganization, 239 ICC at 411 (1940). 

110. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 417 (1943). 
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RFC.™ In the St. Louis-San Francisco reorganization, the Commission 
made a decision to award the RFC and RCC treatment more favorable 
than that which could have been made purely on the basis of the col- 
lateral held.*** The Commission based its proposal for preferential treat- 
ment of the RFC and RCC claims upon special circumstances arising 
out of loans made before the bankruptcy of the St. Louis-San Fran- 
cisco Ry. Co. These loans were used for payment of bond interest, de- 
linquent taxes, and principal of equipment-trust obligations. The loans 
were made at four different times; and on the occasion of the third loan, 
a plan for a voluntary financial adjustment was presented by which the 
RFC and RCC were to receive a pledge of bonds secured by a mortgage 
superior to all the major, outstanding issues." Although the plan was 
declared inoperative, the Commission commented that “‘a part of the 
security held out and relied upon had not been brought into existence 
and was not susceptible of delivery.”""* —The Commission also thought 
that the money loaned had been used for purposes which would permit 
special consideration, inasmuch as there is a rule that current ex- 
penses, accruing in the ordinary course of business and necessary for 
continued operations, are usually paid from current receipts before any 
other claims." As the Commission pointed out, the RFC could have 
waited until a receiver was appointed before lending money and thus 
obtained liens paramount to those of mortgages, but “that would have 
been to permit what all wanted to avoid in the interest of the debtor, its 
creditors, and the public it serves and of investors generally in the in- 
dustries of the Nation.’’"* The court, however, took a different view 
and pointed out that the plan by which the RFC and RCC were to 
have received certain rights was never operative, that it would be 
unfair to treat some creditors according to one plan and others accord- 
ing to another, and that the agreements of this contemplated plan 
could in no sense be regarded as binding on other bondholders over 
whom the RFC and RCC were to receive preferred treatment by the 
terms of the Commission’s plan.”” 

Preferential treatment of the RFC for its willingness to furnish new 
money was considered by the Commission in some reorganization 


111. Denver, & R. G. W. R. Co. Reorganization, 233 ICC at 576, 582, 585 (1939); 233 
ICC at 588 (1940); 254 ICC at 21, 35 (1942); 254 ICC at 353, 370 (1943). 

112. St. Louis-S. F. Ry. Co. Reorganization, 240 ICC at 416 (1940). 

113. St. Louis-S. F. Ry. Co. Reorganization, 240 ICC at 412 (1940). 

114. Ibid., 240 ICC at 417 (1940). 

115. Fosdick v. Schall, 99 U.S. 235, 252 (1878). 
116. St. Louis-S. F. Ry. Co. Reorganization, 240 ICC at 416 (1940). 
117. In re St. Louis-S. F. Ry. Co., 46 F Supp. 120 at 132 (1942). 
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plans."* This problem is the kind that requires the application of judg- 
ment rather than mechanical, statistical analysis in order to determine 
how much should be given in return for such financial assistance. In 
the 1930’s, it seemed that independent financing could not be accom- 
plished on as favorable terms as the RFC could provide, although, in 
return, the RFC usually asked for somewhat better treatment of its 
claims than would otherwise have been given it.*? In the Western 
Pacific case, the Commission gave the RFC as favorable treatment as 
the first mortgage bondholders, an arrangement which was approved 
by the Supreme Court, which said: “We have no reason to think that 
the Commission allowed more compensation for this new money to the 
R F C than it would have been compelled to allow in some way, by 
interest or additional collateral or otherwise to another supplier.’”° 
Furthermore, the success of this reorganization would have redounded 
to the advantage of all participants. The high earnings of the war did, 
of course, improve the cash position of the bankrupt railroads to such 
an extent that plans of the 1940’s have not required provisions for rais- 
ing new money.™ Of course, the preferential treatment of the RFC did 
not mean that the RFC was included in the plan as an alternative to 
complete exclusion. In this respect, the case differed from some of the 
early reorganizations, before the enactment of Sec. 77, when stock- 
holders who contributed money apparently received quite a bit more 
than they were entitled to by reason of their contribution and their 
equity remaining in the corporation.’ Nonetheless, it is possible that if 
new money is needed in future reorganizations, and business conditions 
are not then propitious for financing, there may be considerable pres- 
sure to make concessions to classes willing to furnish the necessary 

118. A. T. & N. R. Corp., 247 ICC at 468 (1941); Chicago, R. I. & P. Ry. Co. Reorgani- 
zation, 242 ICC at 440 (1939); Erie R. Co. Reorganization, 239 ICC at 740 (1940); Florida 
& E.C. Ry. Co. Reorganization, 252 ICC at 448 (1942); Western Pacific R. Co. Reorganiza- 
tion, 233 ICC at 413 (1939). 

119. Denver & R. G. W. R. Co. Reorganization, 233 ICC at 476 (1939); Western Pacific 
R. Co. Reorganization, 233 ICC at 414 (1939). 

120. Ecker v. Western Pacific R. Co., 318 U. S. 448, 63 Sup. Ct. 692 at 714 (1943). 

121. Denver & R. G. W. R. Co. Reorganization, 254 ICC at 353 (1943) (provisions re- 
tained to permit such financing if needed); Florida & E. C. Ry. Co. Reorganization, 261 
ICC at 166 (1945); Chicago, R. I. & P. Ry. Co. Reorganization, compare 242 ICC at 478 
with 257 ICC at 318 (1944). 

122. James C. Bonbright and Milton M. Bergerman, ‘“Two Rival Theories of Priority 
Rights of Security Holders in a Corporate Reorganization,” Columbia Law Review, Vol. 28 
(1928), p. 137; John Gerdes, “‘A Fair and Equitable Plan of Corporate Reorganization un- 
der Section 77 B of the Bankruptcy Act,” V.Y.U.L.Q.R., Vol. 12 (1934), p. 20; Robert T. 
Swaine, ‘‘Reorganization of Corporations: Certain Developments of the Last Decade,” 
Columbia Law Review, Vol. 27 (1927), p. 915; Alfred J. Buscheck, ‘“‘A Formula for the Judi- 
cial Reorganization of Public Service Corporations,” Columbia Law Review, Vol. 32 (1932), 


pp. 968, 974-75, 979, 986: Buscheck thinks that other classes besides stockholders would 
have been willing to provide funds if given the chance, 
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funds. It will require a fine degree of judgment to determine how much 
has to be offered to obtain the funds and how much can be offered with- 
out taking something that belongs to another class. 


MEETING THE REQUIREMENTS OF THE ABSOLUTE 
PRIORITY DOCTRINE 


Some difficulties are met in any attempt to evaluate the Commis- 
sion’s performance in distributing reorganization securities in accord- 
ance with the absolute priority principle. Theoretically, distributions 
should result in the satisfaction of claims in strict order or rank. Al- 
though the Commission has indicated that senior claimants cannot ex- 
pect that their claims will be made whole in the period immediately 
after issue of the new securities,’*3 certainly this goal should be reached 
at some time in the not too distant future; senior classes should not be 
required to wait indefinite periods for the satisfaction of their claims if 
junior classes have also participated in the plan. 

Whenever stockholders have participated in a reorganization, com- 
putations can be made to see whether more senior classes have received 
complete satisfaction of their claims, but the problem of determining 
whether all the various classes of bondholders have been fairly treated 
by a plan is complicated by the fact that claims with liens on different 
properties receive treatment that reflects the relative value of the vari- 
ous properties. The relative values are established by traffic studies, the 
results of which could hardly be called in question without exhaustive 
study by an expert. If comparisons are restricted to classes of claims 
that attach to the same properties, some valid conclusions can be drawn 
with respect to adherence to the absolute priority doctrine; but, here 
again, the problem is complicated by the fact that the properties cov- 
ered by various liens are not always completely identical. 

Some comparisons that avoid the difficulties mentioned above can be 
made. In making these comparisons between the amount of a claim and 
the value of new securities received, it is necessary to select market 
quotations. In this study, the highest quotations during the period be- 
tween issue of the new securities and January 1, 1950, were used, even 
though this choice places the Commission’s work in the most favorable 
light possible. From the ten reorganizations shown in Table 4, the fol- 
lowing conclusions can be drawn: 

1. Only the most senior of the new securities issued have reached par 
or somewhat above par. 

2. In the two reorganizations’ under Sec. 77 proceedings in which 


123. Florida East — Ry. Co. Reorganization, 267 ICC 729, 735 (1948). 
124. Chicago & E. I. Ry. Co. Reorganization, 230 ICC 572 (1939); Erie R. Co. Re- 
organization, 239 ICC 744 (1940). 
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stockholders have participated, a calculation of the value of new securi- 
ties received indicates that, in both cases, classes senior to the stock- 
holders have not received their due. Complete satisfaction of these 
claims would require more than the value of the distribution to the old 


stockholders. 


3. Unsecured creditors have participated in many of the reorganiza- 


Railroad 
Akron, C. & Y.. 


oY 4S ee 


Chicago, I. & L... 


Chicago, M. St. P. & P.... 
Chicago & N.W.. 

Denver & R.G.W.. . 

Erie. . 

8 Me) ae 
ere Pe 


Western Pacific.......... 


TABLE 4 


Security 
cons. 4A 
cons. 44 B 


prefd. 
com. 


gen. inc. 5 
prefd. 
com. no par 


Ist inc. 4 
2d inc. 44 
com. A no par 
com. B no par 


Ist 4 

inc. 44 A 
inc. 44 B 
prefd. 

com. no par 


2nd inc. 44 
prefd. 
com. no par 


Ist 3-4 
inc. 44 
prefd. 
com. 


inc. 44 
prefd. 
com. no par 


ist & ref. 4 
inc. 4} 
prefd. 
com. 


inc. 44 
com. no par 


gen. inc. 43 
prefd. 
com. no par 


Par or 

Stated 

Valuet 
Ico 
100 
100 
100 


100 
40 
5° 


100 
100 


25 


100 
100 
100 
100 
100 


100 
100 
100 


100 
100 
1900 
100 


100 
100 
40 


100 
100 
100 
100 


100 
100 
100 


Highest in 
First Year 
of Issue* 


944 
98 
84 
44 


944 
74 
33 


834 
65% 
304 
894 
594 
44% 
19% 
56% 
42 
10 


7oO 

38} 

254 

14% 

364 
not quoted 


934 
664 


314 


Highest 
during 
1944-49* 
1014 

102 
894 
506 

1941-49 
88 
264 
184 

1946-49 
80 
58 
155 
11} 

1945-49 

106 

1074 
963 
82} 
384 

1944-49 
984 
76% 
434 
1947-49 
964 
704 
58 
303 
1941-49 
103} 
93 
234 
1947-49 
75 
523 
30% 
14% 
1941-49 
674 
not quoted 
1944-49 
1164 
IOI 
57 


* Sources: Moody’s Railroads (1949); Bank & Quotation Record (Jan. 1950) Stocks for Akron not quoted 


in 1949. 
t Sources: I.C.C. Reports. 
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tions in which more senior claimants have not been completely satis- 
fied.**° Of course, unsecured creditors share on a pro rata basis in the 
free assets of a railroad with the unsatisfied portions of senior claims. 
Had the value of the new securities allocated to more senior classes been 
correctly forecast, then the unsatisfied portions of the claims would 
have been larger, and the share in the free assets going to the unsecured 
creditors would have been reduced. 

4. In both the Denver and the Milwaukee reorganizations,’ a junior 
class of bondholders has participated when senior claimants with prior 
claims on the same properties have not received full satisfaction of their 
claims. Full satisfaction would leave nothing for these junior bond- 
holders. 

5. There is no evidence that stockholders have been dealt with too 
harshly. While some claimants who received a sufficient volume of new 
fixed interest, first mortgage bonds to satisfy their claims may have re- 
ceived a little more than their claim by the appreciation of these new 
bonds above par, junior bondholders who have received income bonds 
or preferred stocks for portions of their claims have not received full 
satisfaction. 

The Commission’s performance, however, must be evaluated in 
terms of what is attainable. To forecast security prices with a very close 
degree of accuracy is impossible; yet without precise forecasts, allot- 
ments will not have a market value equal to the claims involved. The 
fact that the requirements of the absolute priority doctrine have not 
been completely satisfied does not mean that the Commission merely 
gives “lip service” to this doctrine.** The absolute priority doctrine 
represents a standard to which the Commission attempts to adhere in 
spite of the fact that statistical and forecasting techniques have not 
been devised, and probably never will, which will permit complete com- 
pliance with the legal standards that have been established by court 
decisions. 

CHANGES IN THE VOLUME OF CLAIMS 
During the period of bankruptcy, interest claims continue to ac- 


125. Akron, Chicago, M., St. P. & P.; Chicago & N. W.; Denver & R. G. W.; Erie. 

126. N. Y.,S. & W. R. Co. Reorganization, 257 ICC at 652 and 680 (1944); if free assets 
are insufficient to satisfy all these claims, the claims are restricted to principal alone. 257 
ICC at 653 (1944). Compare with Group of Institutional Investors v. Chicago, M., St. P. 
& P. R. Co., 318 U. S. 523, 569 (1943). 

127. Chicago, M., St. P. & P. R. Co. Reorganization, 257 ICC at 240 (1944): compare 
convertible adjustment bonds (junior) with general mortgage bonds; Denver & R. G. W. R. 
Co. Reorganization, 254 ICC at 384 (1943): compare general bonds (junior) with refunding 
and improvement. 

128. DeForest Billyou, ‘‘Railroad Reorganization Since Enactment of Section 77,” 
Univ. of Penn. Law Review, Vol. 96 (1948), p. 812. The author of this article concludes that 
the Commission merely gives “‘lip-service” to the absolute priority doctrine by reason of 
more favorable treatment of collaterally secured claims. I see no basis for his conclusion. 
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cumulate down to the effective date of a plan. If the effective date is 
changed to a later date, because defects make a particular plan unac- 
ceptable, unpaid interest claims will be increased. Since senior claim- 
ants have priority with respect to the principal and interest of their 
claims, out of a fixed amount of reorganization securities, there will be 
less for the junior classes, and a recalculation of allotments will become 
necessary. Changes in the volume of claims can, however, arise in an- 
other way. Sometimes an issue of bonds matures during the period of 
bankruptcy. If the bonds have a mortgage lien on property which 
clearly has provided sufficient earnings to pay off the issue and if there 
is sufficient cash available, the judge may permit the retirement of the 
bond issue. Since the new capitalization remains unchanged, this course 
of action will free an amount of reorganization securities which then 
become available for reallocation.’? 

Just when the retirement of bonds occurs with respect to the effective 
date of the plan has an important bearing in determining whether the 
retirement of bonds will free new securities for further distribution. In 
the Denver & R. G. W. R. Co. reorganization, the Junction bonds were 
purchased after the effective date of the plan, and the transaction in- 
volving their acquisition was treated as a purchase which would not 
free reorganization securities for junior bondholders whose claims had 
only been satisfied with respect to 10 per cent of their total amount.**° 
Instead, the purchase represented a reduction in the capitalization. 

The Supreme Court justified the way this transaction was handled 
by presenting two arguments.'** (1) The Supreme Court drew a rather 
fine distinction between the retirement of debt that takes place before 
and after the time of adoption of a plan: 

The increase of common stock by the Commission to the Generals from five to 
ten per cent of the bondholders’ claims, preliminary to the adoption of the plan . . . 
is partly attributable to a reduction of necessary capitalization. This increase in 
junior participation differs from that now proposed. The former reduction of senior 
capitalization could be carried out because earnings prior to the adoption of the 
plan made it unnecessary to borrow money for reorganization. When proposed capi- 
talization is being planned on earnings, a reduction of senior capital without reduc- 
tion of estimated earnings increases possible junior capital within the scheme. When 
the reduction of senior capital takes place after the adoption of the plan by use of 
anticipated earnings or existing cash, there can be no such readjustment of junior 
participation because assets in the balance sheet at the adoption of the plan and 
subsequent earnings are, as we have pointed out, for the benefit of the stockholders 
in the new company so that through these new common stock advantages these new 
stockholders may be compensated for their loss of payment in full in cash."3? 


129. N. Y., N. H. & H. R. Co. Reorganization, 254 ICC at 410 (1943). 
130. RFC v. Denver & R. G. W. R. Co., 328 U.S. 495, 66 Sup. Ct. 1282, 1298 (1946). 


131. Ibid., pp. 1297-08. 
132. Ibid., p. 1298. 
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(2) The senior claimants had not received complete satisfaction in 
higher-grade securities, but were allotted some common stock with the 
understanding that the opportunity to participate in high earnings 
through dividends represented compensation for loss of prior rights. 
Surplus earnings belonged to the stockholders, and if the cash were 
used to retire debt and improve the position of the stockholders, rather 
than to pay dividends, the transaction was in accord with the intent of 
the plan that the senior claimants be compensated by participation in 
the earnings of the railroad. 

There must, of course, be some terminal date to the adjustments in a 
plan; otherwise, the railroad would remain in trusteeship in perpetuity. 
Whether injustice has been done by the Denver decision or not de- 
pends on whether the senior claimants have received more than their 
claims. From the data in Table 4, it does not appear that they have; 
their claims have not been made whole. Certain facts of the Denver case 
do, however, make the decision seem somewhat harsh." At the time of 
bankruptcy, claims totaled $131 million, but any of the ten plans pro- 
posed at that time would have satisfied all bondholders’ claims. As the 
reorganization dragged on for ten years, interest accruals increased 
total claims to $182 million, but the approved capitalization did not 
increase correspondingly and in the final plan was only $155 million."34 
During the period of bankruptcy, the debtor enjoyed an income of 
some $50 million, of which $43 million was used in improving the rail- 
road facilities;'*> but these expenditures did not cause an increase in 
capitalization, since the Commission was not persuaded that moderni- 
zation of road and equipment would of itself increase earnings. Cer- 
tainly if the Denver & R. G. W. could earn no more than enough to pay 
senior claimants and to maintain its facilities in an efficient manner, the 
junior bondholders would have no grounds for complaint that they had 
not been fairly treated; but where forecasts of future earning power are 
involved, there is always room for difference of opinion. 

The Chicago & N. W. reorganization presented events rather similar 
to those that have been described in the Denver case. When the Com- 
mission plan was approved, the Chicago & N. W. was in need of cash, 
and the plan included a provision for raising some $26 million.'** Dur- 
ing the war, however, company cash rose to some $100 million, and the 
debtor railroad petitioned the Commission to be permitted to pay off 

133. RFC v. Denver & R.G. W. R. Co., 328 U.S. 495, 66 Sup. Ct. 1282, 1384 (1946). 

134. See note 133. 

135. See note 133. 

136. Hearings before the Subcommittee of the Committee on Interstate & Foreign Com- 


merce, U. S. Senate, 80th Congress, rst Session, on S. 249, Washington, D. C., 1947, pp. 
504-5. 
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the RFC claims—a course of action which would have freed for distri- 
bution to other security holders the securities which had been allotted 
to the RFC.*37 The petition was not granted, but later on cash was used 
to reduce corporate debt. The approved capitalization was thereby re- 
duced by some $78 million, and no securities were freed for distribu- 
tion.*3* While the Commission has not explained in its reports the rea- 
sons for denying the railroad’s petition, the Commission was guided, no 
doubt, in its action by reasoning along these lines: (1) Payment of the 
RFC claim would have raised questions of priority; perhaps some other 
claimants would have had equal rights to receive cash. (2) Certain 
classes received common stock, and, by sharing in surplus earnings, 
these claimants could receive satisfaction for their claims. Stockholders 
benefit whether dividends are paid or whether the earnings are used to 
retire debt; hence, the retirement of debt is not, by itself, an indication 
that there is additional value for distribution. (3) If a plan is based on a 
certain level of expected earnings, there can be no additional distribu- 
tion of securities unless the level of earnings rises and permits an in- 
crease in the total capitalization. These three arguments are suggested, 
on the basis of the Commission’s pronouncements in various reports, as 
reasons why the Commission refused to reopen the Chicago & N. W. 
proceedings. 

The mere existence of surplus cash, which might be used for a pro- 
gram of debt retirement, is not enough to permit the adoption of such a 
program. The source of the surplus cash must be taken into considera- 
tion so that benefit will accrue to those bond issues whose mortgaged 
property contributed those cash earnings. In the absence of a deter- 
mination of the source of the funds, courts will not permit the use of 
surplus cash to retire bonds.*’? It seems unlikely, as well, that a railroad 
could use its surplus cash to buy its own bonds on the open market, 
since it would be difficult to avoid violating priorities; and there would 
seem to be a lack of propriety in permitting a railroad to take advan- 
tage of a low bond market created by the railroad’s own default on 
interest payments. 

A somewhat different point concerning railroad debt was raised by 
Senator Wheeler, who criticized the bankrupt railroads for their failure 
to take advantage of cheap money to refund bond issues at lower rates 
of interest.’4° Apart from the question whether a bankrupt railroad 
would really be able to obtain funds at cheap rates, there are some com- 

137. Ibid., p. 505. 138. Ibid. 

139. Commerce Clearing House Bankruptcy Law Service, Parag. 55, 878. In re Wisconsin 
Central Ry. Co., 12-19-46. 


140. Congressional Record, Vol. 92, Part 6, 79th Congress, 2nd Session, p. 6981. Remarks 
of Senator Wheeler of Montana. 
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plicated problems that arise. If bond issues were refunded, the old divi- 
sional mortgage might have to be retained, whereas the Commission is 
interested in substituting system mortgages for the variety of divi- 
sional ones. In addition, questions concerning priorities would arise 
concerning the parties entitled to have their securities refunded. All in 
all, it does not appear that bankrupt railroads would have sufficient 
freedom of action to accomplish anything along the line of the Senator’s 
suggestion as long as they are in bankruptcy. 


CONCLUSION 


Not only must the Commission approve the plan before a reorganiza- 
tion can consummate but the federal courts must also find that the plan 
is fair and equitable.** A federal court must approve or disapprove a 
plan in its entirety, although the court may suggest improvements." 

The general methods employed by the Commission in distributing 
new securities have been approved by court decisions although there 
have been differences of opinion as to what sort of treatment was fair 
and equitable."** Some plans have been disapproved by the courts be- 
cause new evidence, introduced after the Commission’s approval of a 
plan, has indicated that changes in the plan were necessary.'* Deci- 
sions of the courts, however, have clarified the following points: 

1. Sec. 77 has placed on the Commission the responsibility for decid- 
ing questions of valuation and capitalization, although the Commission 
must not act arbitrarily."45 (2) The Commission is not required to for- 
malize its findings of value by placing specific dollar amounts on the 
value of a part or the whole of a system.’ An appraisal in terms of a 
certain volume of reorganization securities is sufficient. (3) The Com- 
mission is responsible for determining the proportions of the various 
kinds of securities in the new capital structure.'4? (4) Formulas may be 


141. Sec. 77(e). The plan is also submitted to the various classes of claimants who par- 
ticipate in the plan. Even though one or more classes rejects the plan, the court may impose 
it if the court feels that the plan is fair and equitable. 

142. Chicago, R. I. & P. v. Fleming, 157 F 2d 241, 244 (1946), writ of certiorari denied 
11-18-46, 67 Sup. Ct. 201 Ecker v. Western Pacific, 63 Sup. Ct. 692, 708 (1943). 

143. In re Louisiana & N. W. R. Co., 36 F Supp. 636 (1938); In re St. Louis—S. F. Ry. 
Co., 46 F. Supp. 120 (1942); Group of Institutional Investors v. Chicago, M., St. P. & P. R. 
Co., 63 S. Ct. 727, 751 (1943); Inve N. Y., N. H. & H.R. Co., Parag. 53.518, Commerce 
Clearing House-Bankruptcy Law Service, 12-8-41; Inre N. Y.,N.H.& H.R. Co., 147 F 2d 
40 (1945); In re Boston & Providence R. Corp., 76 F Supp 185 (1948); In re Denver & 
R. G. W. R. Co., 38 F Supp. 120 (1941), 38 F Supp 106 (1940). 

144. Missouri Pacific, Commercial & Financial Chronicle, 9-22-47, p. 1152; In re Florida 
East Coast Ry. Co., 52 F Supp. 420 (1943), 81 F Supp. 926 (1949). 

145. Ecker v. Western P. R. 63 S. Ct. 692, 708 (1943); Group of Institutional Investors v. 
Chicago, M., St. P. & P. R. Co., 63 S. Ct. 727, 738 (1943). 

146. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 63 S. Ct. 727, 737 
(1943); see also In re Erie R. Co., 37 F Supp. 237, 245 (1940). 

147. Group of Institutional Investors v. Chicago, M., St. P. & P. R. Co., 63 S. Ct. 727, 740 
(1943). 
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used to allocate earnings among the various mortgaged properties of a 
system."4* 

In developing a reorganization plan, the Commission must consider 
simultaneously economic as well as legal aspects of security allocations. 
At a later stage, the courts rule on legal issues and upon the fairness of 
the plan. If the Commission has incorrectly resolved the legal issues, the 
plan must be revised, and delay of the reorganization ensues. The 
record shows, however, a willingness on the part of the Commission and 
the federal courts to co-operate rather than obstruct one another ;"4° and 
the federal courts have refrained from encroaching on the powers of the 
Commission.*’° 

Although the Commission and the federal courts have not been fully 
able to satisfy the requirements of the absolute priority doctrine in the 
distribution of new securities, an appraisal of their efforts in reorganiz- 
ing railroads under Sec. 77 cannot be based only upon the results of an 
investigation in this one area of the reorganization process. Perhaps, 
more important is the question whether reorganization plans will per- 
mit the railroads, under prudent and capable management, to render 
adequate service, to obtain necessary capital, and to earn a fair return 
on the new capitalizations. 

148. Palmer v. Palmer, 104 F 2d 161 (1939); 305 U.S. 578 (1939); Sec. 77(c)(10); N. Y., 
N. H. & H. R. Co. Reorganization, 224 ICC 723 (1938). 

149. InreN.Y.,N.H.& H.R. Co., 147 F 2d 40, 44 (1945); In re Denver, & R.G.W. R. 
Co., 38 F Supp 106 (1940); Denver & R. G. W. R. Co. Reorganization, 254 ICC at 7, 21 
(1942); In re Louisiana & N. W. R. Co.; 36 F Supp. 636 (1938); Louisiana & N. W. R. Co. 
Reorganization, 230 ICC 171 (1938). Possibly the Rock Island proceedings could be con- 
sidered as an exception to this statement. See In re Chicago, R.I.& P. Ry. Co., 162 F 2d 606 
(1947); but the Commission made some attempts to co-operate with the Supreme Court— 
although its attempts were not too helpful. In re Chicago, R.I. & P. Ry. Co., Parag. 53,971, 
Commerce Clearing House Bankruptcy Law Service, 10-20-47. 

150. There are very few instances where the courts would appear to be encroaching— 
possibly In re Louisiana & N. W. R. Co., 36 F Supp. 636 (1938) may be interpreted as a 
situation where the court stepped into the special province of the Commission. The courts 
have tended to broaden the Commission powers over matters related to reorganization. 
See Palmer v. Commonwealth of Mass., 60 S. Ct. 34, 38 (1939); Inre N. Y.,N.H. & H.R. 


Co., 54 F Supp 595,625 (1943), 147 F 2d 40, 52 (1945); Smith v. Hoboken R. R. Warehouse & 
S. S. Connecting Co., 66 S. Ct. 947 (1946). 











RECONCILING MONETARY MANAGEMENT AND 
DEBT MANAGEMENT POLICIES 


DonaLpD C, MILLER 
University of California at Los Angeles 


A MAJOR POSTWAR economic issue has been the difficulty of reconciling 
monetary management and debt management policies. After five years 
of disagreements and public dispute, a subcommittee of the Joint Con- 
gressional Committee on the Economic Report sought to examine the 
issues exhaustively and to resolve them.’ During the course of its hear- 
ings it sought advice from all sources—economists, business men, 
bankers, public officials. The purpose of this paper is to examine the 
findings and recommendations of the Committee in its effort to provide 
Congress with guidance in legislating sound economic policy. 


FEDERAL RESERVE—TREASURY CONFLICT 


The Committee started its “comprehensive study relating to the 
effectiveness and co-ordination of monetary, credit, and fiscal policies” 
by requesting answers to a lengthy and penetrating questionnaire. This 
questionnaire and the statements submitted in reply constituted the 
basis for the Hearings conducted by the subcommittee beginning Sep- 
tember 23, 1949. Senator Douglas in his cross-examination of the wit- 
nesses was constantly working to bring into light the conflict existing 
between debt management policy and monetary policy and more spe- 
cifically the conflict between the Treasury and the Federal Reserve 
System. For example, in his questioning of Thomas B. McCabe, chair- 
man, Board of Governors of the Federal Reserve System, Senator 
Douglas stated: 

What I am trying to get back to is this fact that for a year and a half the Federal 
Reserve Board on the monetary and credit side wanted the rates on short terms to 
increase in order that the general interest structure would advance and private 
borrowings might be diminished and, therefore, inflation checked, but that you co- 
operated with the Treasury in yielding your point of view, or the System cooper- 
ated with the Treasury. And I wondered under those terms what is the definition of 
the verb “‘to cooperate”? Does it mean to acquiesce??? 


1. The members of the Subcommittee on Monetary, Credit and Fiscal Policies, ap- 
pointed in July, 1949, were Senator Paul H. Douglas, of Illinois, chairman; Senator Ralph 
E. Flanders, of Vermont; Congressman Frank Buchanan, of Pennsylvania; Congressman 
Wright Patman, of Texas; and Congressman Jesse P. Wolcott, of Michigan. Professor L. V. 
Chandler of Amherst served as economist for the subcommittee. 

2. Monetary, Credit, and Fiscal Policies, Hearings before the Subcommittee on Monetary, 
Credit, and Fiscal Policies of the Joint Committee on the Economic Report, 81st Congress, 
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Other witnesses—especially Secretary of the Treasury John Snyder; 
Marriner S. Eccles, former chairman of the Board of Governors; Allan 
Sproul, president, Federal Reserve Bank of New York; and W. Ran- 
dolph Burgess, chairman of the Executive Committee, National City 
Bank of New York—were subjected to similar questioning by Senator 
Douglas. Secretary Snyder and Chairman McCabe seemed to agree 
that a high degree of co-operation existed between their agencies, but 
the other above-mentioned witnesses did not entertain such views. 
Mr. Eccles, in commenting on this issue and the policy of rigid support 
for government securities, stated: 

The Treasury, however, is not responsible to Congress for monetary and credit 
policy and has had for a long time general easy-money bias under almost any and 
all circumstances. As long as the Federal Reserve policy must be based upon this 
criterion, it could not pursue a restrictive money policy to combat inflationary pres- 
sures... . Views of the Federal Reserve Board and Open Market Committee re- 
garding debt management policies are seldom sought by the Treasury before deci- 
sions are reached. . . . Decisions are apparently made by the Treasury largely on 
the basis of its general desire to get money as cheaply as possible.3 


Secretary Snyder was confronted with these statements at subse- 
quent sessions by Congressman Wolcott and was asked if this were the 
policy of the Treasury—i.e. the easy-money policy. Secretary Snyder 
replied, “It is not,” and in reply to a query by Senator Douglas as to the 
degree of cooperation between the Treasury and Federal Reserve, re- 
plied: “I have been happy with that cooperation. I think it has been 
splendid, I think we have worked to the interest of the public as the 
results have shown. I will stand on those results—both as to what we 
have been able to do in the way of savings to the taxpayers and also the 
effect on the continued prosperity of the country.’’ 

Senator Flanders also pressed the Secretary for comments on Mr. 
Eccles’ statements on Treasury-Federal Reserve co-operation and the 
Treasury easy-money policy, but the Secretary made no public state- 
ments. He asked that Mr. Eccles’ statements be read to Chairman 
McCabe and that he (McCabe) be asked if he concurred. (This was 
never done in the public hearings.) An attempt to resolve this conflict- 
ing testimony was evidently undertaken in executive session, but no 
statements were forthcoming as to the conclusions reached.$ 
1st Sess. pursuant to Sec. 5 (A) of Public Law 304, 79th Congress (Washington: Govern- 
ment Printing Office, 1950), p. 467. 

3. Ibid., p. 223. 

4. Ibid., p. 408. 

5. The Council of Economic Advisers in later testimony before the House-Senate Eco- 
nomic Committee declared, ‘‘Our view is that low interest rates are always desirable,” and 
took issue with the Douglas subcommittee statement that interest rates be permitted to 


rise in boom times and then allowed to drop in depression periods. See Wali Street Journal 
(March 1, 1950), p. 6. 
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The historical background of this Federal Reserve-Treasury dispute 
is well known.° It involves the establishment of a rate pattern for gov- 
ernment securities in the early war period and the maintenance of this 
pattern (which was at historically low levels) during and for some time 
after the war. With the relinquishment of control over open market 
operations, the Federal Reserve became the residual buyer of short- 
term governments as banks and others unloaded these issues as they 
“played the pattern of rates.” Such bank shifting from short terms to 
long terms also resulted in the “monetization of debt” as the banks in 
their search for higher yielding assets bought long-term bank eligible 
bonds from non-bank investors. In later war years the pegging of the 
pattern of rates in this fashion placed the Federal Reserve in the dilem- 
ma of simultaneously making efforts to combat inflationary pressures 
in the economy while also standing ready to purchase government se- 
curities—thus denying the operation of traditional open-market proce- 
dure. 

After the war there was a demand from some sources for the ‘“‘defrost- 
ing of the presently frozen short-term rates”;’? and the opinion came 
from many sides that to tighten credit conditions in the economy short- 
term rates should be allowed to rise in order to decrease the attractive- 
ness of shifting from short terms to long terms or from short terms to 
loans. After VJ Day, Federal Reserve authorities were pressing for in- 
creased flexibility in the rate structure but met constant resistance 
from the Treasury until July, 1947, when the artificially low buying 
rate of Treasury bills of 3 of 1 per cent was discontinued. The Hearings, 
however, revealed general agreement that support for the long-term 
bond market should continue. 


REVERSAL OF ECONOMIC CONDITIONS 


The feeling among Reserve authorities and others testifying before 
the subcommittee was that Treasury agreement and action usually 
came too late and without sufficient vigor.* In 1949, however, it ap- 
peared as if at last there was substantial agreement between Federal 
Reserve and Treasury officials as to proper policy procedure. A decline 
in the level of business activity in 1949 was accompanied by a decline in 
bank loans, and credit expansion gave way to credit contraction. When 
Reserve authorities sought to offset these conditions, their actions coin- 

6. See L. V. Chandler, ‘‘Federal Reserve Policy and Federal Debt,”’ American Economic 
Review, Vol. XX XIX, No. 2 (March, 1949); Woodlief Thomas, ‘“The Heritage of War 
Finance,” Proceedings, American Economic Review, Vol. XXXVII, No. 2 (May, 1947); 
C. C. Abbott, ‘‘Management of the Federal Debt,’”’ Harvard Business Review, Vol. XXIV, 
No. 1 (Autumn, 1945). 


7. Allan Sproul, New York Times (March 10, 1947), p. 32. 
8. See Hearings, op. cit., pp. 182 and 431. 
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cided with the easy-money policies of the Treasury. In addition to pro- 
gressively lowering reserve requirements during the year, the Reserve 
authorities on June 28, 1949, made the following announcement which 
Chairman McCabe termed a “significant milestone.” 


The Federal Open Market Committee, after consultation with the Treasury, 
announced today that with a view to increasing the supply of funds available in the 
market to meet the needs of commerce, business and agriculture it will be the policy 
of the Committee to direct purchases, sales, and exchanges of Government securi- 
ties by the Federal Reserve Banks with primary regard to the general business and 
credit situation. The policy of maintaining orderly conditions in the Government 
security market, and the confidence of investors in Government bonds will be con- 
tinued. Under present conditions the maintenance of a relatively fixed pattern of 
rates has the undesirable effect of absorbing reserves from the market at a time 
when the availability of credit should be increased.® 


This was termed a “significant milestone” because it showed the 
Treasury and Federal Reserve in agreement as to the postwar financial 
situation to the extent that open market operations should again per- 
form their orthodox role in the economy. Monetary policy was thus 
removed from the “strait jacket” in which it had been for nearly a 
decade. 

Senator Douglas, however, took issue with this interpretation of the 
June 28 statement: 


Did not that announcement or decision mean that at the time it was issued— 
namely, one of recession or inventory adjustment—that securities would not be sold 
and did it not, therefore, tend to keep down or to depress interest rates and, there- 
fore, of course, would it not be acceptable to the Treasury? But does it follow, be- 
cause the Treasury agreed at this time, that the Treasury will go along with primary 
regard to the general business and credit situation in other periods? If we were in a 
period of inflation and were to carry out this policy, it might mean—it would mean 
to the degree that the Federal Reserve Board exercised its powers—the sale of secu- 
rities, a rise in the interest rate, and a fall in the prices of Government securities. In 
other words, the instance of cooperation which you chose was one which was very 
happy from the Treasury point of view, when there was no conflict between the 
two purposes in a period of depression. But would this cooperation necessarily con- 
tinue in a period of inflation?' 


In reply Chairman McCabe said that this statement, to {he Federal 
Reserve, meant flexibility both ways and that he thought the Treasury 
also understood this to be the case. The subcommittee report, however, 
pointed out the ease of agreement between the two agencies in periods 
of deflation and stated that the June 28 statement gave no necessary 
indication of what flexibility would exist in the rate structure in the 
future.” 

9. Hearings, op. cit., p. 471. 10. Hearings, op. cét., p. 494. 


11. The Open Market Committee’s announcement was criticized at the time of its re- 
jease as being ambiguous and as providing considerable leeway for different courses of 
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During the summer months of 1949 as long as deflationary pressures 
seemed uppermost, Federal Reserve and Treasury policy, as to the gov- 
ernment security market, agreed. Disagreement as to policy again be- 
came apparent, however, when the Treasury announced in September 
that a new one-year 1} per cent certificate of indebtedness would be 
offered to refund certificates maturing on October 1, 1949, that had 
been issued on October 1, 1948, and at 1} per cent. This was done at a 
time when Federal Reserve authorities were again fearful of a resump- 
tion of credit inflation. On November 30, Secretary Snyder announced 
that holders of one-year 1} per cent certificates of indebtedness matur- 
ing January 1, 1950, would be offered one-year 1} per cent certificates 
in exchange. This action was apparently contrary to the policies of the 
Federal Reserve authorities, who had allowed the bill rate to increase, 
and again the dilemma was apparent as the Federal Reserve was forced 
to purchase sufficient quantities of short terms to assure the successful 
flotation of the new government issues upon which the Treasury had 
determined the rates. 


INCREASED FLEXIBILITY 


It was not until February, 1950, that the Treasury again began to 
move toward slightly stiffer short-term rates. On February 1, a 20- 
month note with a 1} per cent coupon was issued. On February 14 the 
Treasury announced that it would issue a 16-month note on March 1, 
paying 1} per cent and on April 1 would issue a 15-month note also at 
1} per cent. Thus, the Treasury seemed to be moving toward a 1} per 
cent rate on one-year obligations, the next one-year certificates falling 
due on June 1. The Treasury had not paid more than 1} per cent on 
one-year certificates since the above-mentioned September, 1949, 
switch. The February 14 announcement also provided for the exchange 
of new five-year 13 per cent notes for maturing 2 per cent bonds and 
1§ per cent notes which also indicated an increase in the yield structure. 

During the last half of 1949 government bond prices rose and their 
yields dropped below the levels established earlier in the year and by 
the end of 1949 had declined below the 1947 and 1948 average. After 
reserve requirements were decreased in August, 1949, an active demand 
for government securities arose, which resulted in increased prices for 
long terms as the Federal Reserve maintained its holdings of bonds and 
did not sell in the market. This upward trend of long terms continued 
into the early part of January, 1950, with longest-term bank eligible 





action by the Federal Reserve. It is difficult to see how his announcement heralded a ‘‘new” 
policy since Federal Reserve credit policy through the years presumably had been made 
with ‘‘primary regard to the general business and credit situation” which implied flexi- 
bility in open market operations. 
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bonds reaching 106 in the first week of the new year. At this time, how- 
ever, the Reserve authorities took steps to control the speculative rise 
of bond prices and credit expansion as inflationary pressures once again 
appeared due to the payment of veterans’ insurance refunds and the 
steadily growing federal deficit. During January the Federal Reserve 
sold almost $1 billion of governments including $100 million in long- 
term bonds. This action plus the apparent willingness of Reserve au- 
thorities to make additional amounts available served to level off the 
rise in government long-term prices, and bank eligible bonds dropped 
almost a full point to just above 105. Thus, although there has been 
some evidence of increased flexibility both in short terms and long 
terms, the long terms have at all times been maintained above par; and 
there are no indications that the Federal Reserve will change its posi- 
tion. 


REPORT OF THE SUBCOMMITTEE 


These conditions existed in early 1950 when the Subcommittee on 
Monetary, Credit, and Fiscal Policies submitted its report to the chair- 
man of the Joint Committee on the Economic Report. Section III of the 
subcommittee report deals with “Monetary and Debt Management 
Policies” and presents the Committee’s position with regard to the Fed- 
eral Reserve-Treasury controversy. The general point of view of the 
subcommittee’s position is as follows: 

The principal argument against a monetary policy of preventing or narrowly 
limiting the increase of yields on Governments is that it seriously limits, if it does 
not completely prevent, the use of restrictive monetary policy as an instrument for 
combating inflation. It is no hindrance to the use of a liberal monetary policy to 
fight deflation and unemployment; the very same low-interest, easy-money policy 
that will be conducive to business recovery also holds down service charges on the 
Federal debt and facilitates security sales by the Treasury. But in periods of infla- 
tion the objective of preventing or narrowly limiting increases of yields on Govern- 
ments may conflict directly with that of combating inflation; the former objective 
requires a policy of continued easy credit and low interest rates while the latter re- 
quires a lessened availability of credit accompanied by higher interest rates.” 


From this basic position the report then moves to the making of recom- 
mendations for “general methods to be employed to secure more ap- 
propriate monetary and debt management policies.’’ Three recommen- 
dations are made: (1) Steps should be taken to “build up the quality 
and prestige of Federal Reserve officials.” This would be accomplished 
by reducing the membership of the Board of Governors from seven to 
five and increasing their pay. (2) Congress, by means of a joint resolu- 
tion, should provide “‘general instructions” to the Federal Reserve and 


12. Monetary, Credit, and Fiscal Policies, Report of the Subcommittee on Monetary, 
Credit and Fiscal Policies, Senate Document No. 129, 81st Congress 2d Sess., pp. 26, 27. 
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Treasury as to both (a) the objectives of monetary and debt manage- 
ment policies and () the division of authority between the two agencies 
over these policies. The objectives of both Treasury and Federal Re- 
serve policy should be such as to affect employment, production, pur- 
chasing power, and price levels in such a manner as to be consistent 
with the Employment Act of 1946. The Report went on to state: “It is 
the will of Congress that the primary power and responsibility for regu- 
lating the supply, availability, and cost of credit in general shall be 
vested in the duly constituted authorities of the Federal Reserve Sys- 
tem, and that Treasury action relative to money, credit, and transac- 
tions in the Federal debt shall be made consistent with the policies of 
the Federal Reserve.” (3) A National Monetary and Credit Council 
headed by the Chairman of the Council of Economic Advisers should be 
appointed, and the Secretary of the Treasury and the Chairman of the 
Board of Governors of the Federal Reserve System should be members. 

The first recommendation has obviously commendable features if a 
smaller Board with greater prestige and higher pay would attract a 
high-calibre membership. Also a reduced membership would probably 
mean greater flexibility and effectiveness in the Board’s activities. 
Similarly, the third recommendation has desirable characteristics in 
that it would serve to co-ordinate the activities of several agencies con- 
cerned with monetary and fiscal problems."* This recommendation ap- 
parently seeks to place the Treasury and Federal Reserve on an equal 
footing at a high level, thus making for better understanding of their 
respective viewpoints at this level and tending to reduce Federal Re- 
serve subservience to the Treasury. The second recommendation, how- 
ever, is much more explicit in seeking the latter objective. Although the 
first and third recommendations have desirable features they still leave 
with us the basic problem of Federal Reserve-Treasury conflict and the 
basic dilemma facing monetary policy. The solution of these difficulties 
is sought in the second recommendation which defines objectives and 
then calls specifically for increased Federal Reserve authority to 
achieve these ends. 

Although hoping for a high level of co-operation between the two 
agencies, the subcommittee has made the foregoing recommendations 
with the purpose of strengthening the authority of the Federal Reserve 
to the extent that open-market operations could again be used in the 
traditional manner to exert influence over money and credit condi- 
tions. These recommendations, more specifically, are aimed at giving 
the Federal Reserve greater control over money rates to the extent that 


13. Ibid., p. 31. 
14. The inclusion of other agencies vested with lending authority also adds to the de- 
sirability of such a recommendation. 
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the Reserve authorities’ position would determine the terms of both 
new government issues of securities and current refunding operations.’ 
Such an arrangement, for example, would tend to eliminate the lag be- 
tween Federal Reserve demands and Treasury action such as occurred 
between VJ Day and July, 1947. The strengthening and reinstatement 
of Federal Reserve authority would thus be the purpose of legislation 
resulting from the subcommittee report. 

There was some apprehension expressed in the hearings as to the 
wisdom of a directive from Congress specifying what the policy rela- 
tionships should be between the Federal Reserve and Treasury. This 
was the point of view taken by Chairman McCabe and Mr. Williams, 
president, Federal Reserve Bank of Philadelphia, who both emphasized 
the importance of a personal working relationship between the mem- 
bers of the two agencies. Mr. Sproul and Mr. Eccles, however, asked for 
a directive such as that contained in the report of the subcommittee. 


UsE oF NEW FEDERAL RESERVE AUTHORITY 


The question then arises that if the substance of the above-men- 
tioned recommendations is adopted by Congress and a directive issued 
concerning the two agencies, what would the Federal Reserve do under 
such circumstances? What use would it make of this “new” authority? 
Would their action be any different from what it has been in the post- 
war period? The answers to these questions will give some indication of 
the practicable applicability of the proposals contained in the report of 
the Douglas subcommittee. 

If inflationary pressures again become pronounced, these questions 
will also have more than just theoretical significance. The problem is 
raised again in a period such as that following the end of the war when 
there were strong inflationary forces, and the Federal Reserve (1) for 
some time maintained a fixed pattern of rates, (2) then eventually al- 
lowed short-term rates to rise, but (3) supported the long-term rate at 
2} per cent. If the Federal Reserve armed with new authority from a 
Congressional directive again found itself in a similar situation, what 
would it do to escape from the dilemma? It should be realized that the 
strength of any anti-inflationary steps taken by the Federal Reserve 
would have to be considered in light of the over-all government pro- 
gram of that period. Thus such a directive cannot hope to alter some of 
the non-economic factors which may make for economic instability—as 
the legislation for government housing programs, veterans welfare, and 


15. Any action on these recommendations must come from either the House or Senate 
Banking and Currency Committees. 
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farm price supports.” These factors plus a large outstanding money 
supply could counteract monetary measures taken. Such “outside” 
considerations, however, make it all the more essential that Federal 
Reserve policy in the monetary realm be effective. The conflict which 
has been described between the Federal Reserve and Treasury could 
again appear in a period of inflation and add to economic instability if 
no steps were taken to remedy the situation. 


SHORT-TERM RATES 


In answer to the various questions that have been raised, it should 
be pointed out that short-term rates on governments must be consid- 
ered somewhat apart from the problem of long-term rates. A directive 
such as that proposed by the subcommittee would aid Reserve authori- 
ties in the adjustment of short-term rates. It would enable the Open 
Market Committee to move more rapidly in combating an inflationary 
development and introduce more flexibility into the pattern of rates. 
Thus in a situation such as that existing after V] Day, there would the- 
oretically be a much more rapid adjustment of short-term rates accord- 
ing to the desires of the Reserve authorities.’ In this respect some of 
the increased authority opposed by the subcommittee could be used to 
advantage by the Reserve authorities. Thus quicker action could have 
been taken by the Federal Reserve to reduce the spread between short- 
term and long-term rates. The new long-term rates would no longer 
have been as attractive and the new pattern of rates would have been a 
more defensible pattern to support. The liquidity aspects of the short 
terms then might be sufficient cause for holding these securities relative 
to long terms, since the long terms always present the possibility of de- 
clining in price should they be unpegged. Also, a higher rate on bills and 
certificates would increase the desirability of holding rather than selling 
and placing the funds into new loans and other investments. Thus there 
was and would be some defense in freeing short terms while continuing 
to support long terms. (The problem arises here, however, of how much 
the spread in governments could be reduced without aggravating the 
problem of support of the long-term rates.) 

16. G. L. Bach, ‘‘The Federal Reserve and Monetary Policy Formation,” The American 
Economic Review (December, 1949), p. 1173- 

17. This presupposes that the Reserve authorities would be right in their diagnosis of 
economic conditions and the restriction of credit expansion. Some of the difficulties that 
might arise here are seen in the position taken by the Council of Economic Advisers in 
respect to this problem: ‘‘... we have been in some conflict with the Federal Reserve 
Board and in complete sympathy with the Treasury because we have felt that the only suc- 
cessful debt management policy is one which works by itself and where the positive action 


that is contemplated within it does not have to be called into play.” J. D. Clark, Hearings, 
op. ctt., p. 534- 
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In his testimony Chairman McCabe indicated that after short-term 
rates finally were raised the effects were beneficial: 


There are some who felt that neither of these restraining moves [increasing 
short-term rates and reserve requirements] would be effective because they would 
tend to be offset by the funds that would necessarily be put out in support of the 
long term bond market. . . . We can now look back and give definite answers to 
some of these considerations that were highly conjectural at the time. It is a matter 
of record that the combination of these moves did actually exert a net restraint; 
that short-term money rates did firm; that loan expansion did stop, and that this 
situation prevailed until the Federal Reserve reversed its policies when the inflation 
abated.*® 


The proposed directive would thus have some value in this particular 
area of short-term rate adjustment. 


LONG-TERM RATES 


But what about long-term rates? The problem again comes back to 
the situation facing the Federal Reserve and Treasury following July, 
1947, when short-term rates were allowed to rise and support was still 
maintained for long-term bonds. The question still arises of what to do 
when events move counter to those resulting in the above-mentioned 
June 28, 1949, announcement of the Federal Reserve System. The 
System may again be called upon to support long terms in the market 
while attempting to combat inflation at the same time. Merely giving 
the Federal Reserve a stronger hand does not solve all of the problems 
if it continues to support long terms since any such purchases would 
mean the creation of new reserves and a base for potential credit expan- 
sion. Tightening the short-term rates and making a more defensible 
pattern to support is not the solution if in inflationary periods the Fed- 
eral Reserve would still be buying long terms and thus adding to the 
inflationary fuel. 

Under such conditions would Reserve authorities act any differently 
than they have in the past? The presumption seems to be against any 
change in Federal Reserve policy even if the directive of the subcom- 
mittee were in force. As stated before, the Reserve authorities seemed 
to be in agreement as to the necessity of pegging the long-term rate. 
Mr. McCabe has stated: 


In retrospect, I am certain that our action in support of the Government securi- 
ties market was the right one. That program was a gigantic operation. In the two 
years 1947 and 1948, the System’s total transactions in Government securities 
amounted to almost 80 billion dollars. Despite this huge volume of activity, the net 
change in our total portfolio was relatively small. I am convinced that we could not 


18. Hearings, op. cit., p. 469. 
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have abandoned our support position during this period without damaging reper- 
cussions on our entire financial mechanism as well as seriously adverse effects on the 
economy generally.'9 


Along this same line Mr. Williams stated in the hearings: 


I say that as I look back at it and realize what the responsibilities were, that I 
think if I were to relive that period, I wouldn’t do anything substantially different, 
especially now that I have knowledge of what the results have been.?° 


The problem then comes down to a question of whether or not long- 
term rates should be supported by open market operations. This in turn 
hinges upon a consideration of the results of (1) “turning loose” the 
long-term rate, (2) maintaining an “orderly market” for government 
bonds, or (3) supporting bonds at par or above.” The distinction be- 
tween the last two policies is not always well defined. 


REASONS FOR SUPPORT OF GOVERNMENTS 


In the hearings several reasons were advanced by the witnesses be- 
fore the committee for supporting the government security market dur- 
ing the previous years. In brief, these reasons were as follows: (1) Such 
support would hold down the interest cost of the public debt. Secretary 
Snyder in his testimony stated that an increase of one-half of 1 per cent 
in the average interest charge on the debt would cost the government 
about $1,250,000,000. (2) Stable market prices facilitate the sale of 
securities both for new financing and for refunding operations. With a 
large portion of the debt consisting of short-term and demand obliga- 
tions (savings bonds), this is an important consideration to the Treas- 
ury. (3) Stable security prices protect the various financial institutions 
from incurring capital losses due to a drop in bond prices and maintain 
confidence in these institutions and others that may be interested in 
flotations of new private securities. Several witnesses recalled the de- 
cline of Liberty Bonds in 1920 to 83. (4) Any rise in yields that might 
take place due to reductions in the support levels would not be large 
enough to have much effect on inflationary pressures.” 


19. Monetary, Credit and Fiscal Policies, A Collection of Statements submitted to the 
Subcommittee on Monetary, Credit and Fiscal Policies. Joint Committee Print, 81st 
Congress, rst Session, p. 40, quoted from the Hearings before the Senate Banking and 
Currency Committee, May 11, 1949. 

20. Hearings, op. cit., p. 45. 

21. The viewpoints of the economists replying to the questionnaire sent out by the sub- 
committee were quite divided over the continued wisdom of supporting the prices of long- 
term bonds, but a large group of answers indicated the desirability of a free market in gov- 
ernment securities as soon as possible. Another large group of answers pointed out the de- 
sirability of maintaining an orderly market and preventing panic selling but not pegging the 
market at any particular level while some replies indicated that the securities should not be 
allowed to fall below par. 

22. Report of the Subcommittee, op. cit., p. 26. See also L. V. Chandler, ‘‘Federal Re- 
serve Policy and Federal Debt,”’ The American Economic Review, Vol. XXXIX, No. 2 
(March, 1949), pp. 415-16. 
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The opposing considerations, of course, are those resulting from the 
loss of restrictive monetary control through traditional policies of open 
market operation. 


EFFECTS OF DISCONTINUING SUPPORTS 


It might be argued that the interest cost of the debt and refunding 
problems are secondary considerations to the problem of attaining eco- 
nomic stability. Although the interest charges on the debt are now 
around the $5 billion level, the debt is held internally, these payments 
are transfer payments, and increased charges due to higher rates would 
be a smaller price to pay than the costs involved in a great inflation. 

Somewhat the same reasoning could be applied to the fears due to the 
capital losses that might occur if support prices were lowered or 
dropped, i.e., the economic impact of inflation would have to be 
compared with the effects of decreases in prices of governments. This 
would involve a consideration of both the effect of book losses and of 
losses occurring due to sale. If bond prices dropped below par, certainly 
the liquidity position of many firms would be affected. Their inability 
to count these securities as a completely liquid asset would mean that 
these firms would probably have to change their willingness both to 
incur debt and to operate on a small cash basis. In a period of rapid 
credit expansion this might be a desirable feature, but just where the 
repercussions would stop is problematical. The decline and difficulties 
involving the Liberty Bonds in 1920 again come to mind but this time 
with a much larger volume of securities involved. This point hinges 
around what the various investor groups would do if government bonds 
dropped below par. Would the insurance companies, for example, hold 
their securities to avoid capital losses, or would they lose confidence in 
the market and rush to sell before prices declined even more? Mr. 
Sproul stated that a drop in security prices and the possibility of a 
capital loss would serve as a deterrent to selling in many cases. Mr. 
Burgess pointed out that the insurance companies are holding the bonds 
against long-term contracts which mature only over a period of years, 
thus indicating that these companies could afford to hold these securi- 
ties to maturity. He stated: “I am on the finance committee of a large 
insurance company, and we are perfectly comfortable with our Govern- 
ment bonds even if they fluctuate a little. The individuals who bought 
the bonds are perfectly able to take some fluctuations.”?3 Yet insurance 
companies in the last part of 1947 and in 1948 shifted from govern- 
ments to private securities causing the Federal Reserve to buy large 
amounts of bonds in order to support bond prices. 


23. Hearings, op. cit., p. 184. 
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Mr. John D. Clark, of the Council of Economic Advisers, countered 
the line of argument put forth by Mr. Burgess by referring to the action 
of country bankers in the face of a drop in bond prices. Mr. Clark said: 

The very idea that they might find the market slipping away from under is all 
that is needed to just send them into a panic, and they are almost that way every 
Monday morning nowadays. . . every time I drop in and talk to a banker, I find 
that he is worried about the latest rumor about something that is going to happen 


that will mean instability in the Government bond market. Why, we would find 
bankers dumping all of their longer-term bonds so fast. . . .?4 


Burgess on the other hand points out that the holdings of banks are 
mainly of short terms, and their holdings of long terms are such that 
they are “well within the amount that they can hold to maturity.” 

If these investor groups would rush to sell their governments as the 
price dropped below par, it would mean that heavy Federal Reserve 
buying would be necessary if an attempt were made to support the 
market at a new level; or if the market were allowed to go free, panic 
selling with widespread repercussions might result.”5 In addition there is 
the danger that large amounts of the outstanding demand obligations 
might also be redeemed under these conditions which would mean addi- 
tional refunding problems at an unfavorable time and might also make 
additional Federal Reserve support necessary. These are all serious 
considerations that Reserve authorities would have to consider before 
taking action. Thus on the one hand continued Federal Reserve sup- 
port of the bond market in some periods would mean almost certain 
inflation, while discontinuance of support might mean the advent of 
deflation. Thus the problem involves the imponderable and the un- 
knowable: that of a tendency toward inflation of an uncertain degree 
versus possible deflation of an uncertain extent. 

Another problem that must be considered is whether or not a de- 
crease in open-market purchases, a drop in price of long-term bonds 
below par, and the resulting rise in interest rates would be a major anti- 
inflationary factor. Senator Douglas voiced skepticism of the possibility 
of dampening credit by slight changes in the interest rate and in his 
questioning tried to obtain other opinions on this point. He found opin- 
ion divided on this question. Mr. Burgess, Mr. Brown, Mr. McCabe, 
and Mr. Sproul all voiced the opinion that small interest rate changes 
such as those coming from higher bond yields could have pronounced 
restrictive effects on the economy. Mr. Sproul especially placed consid- 
erable reliance on the effectiveness of relatively small changes in inter- 
est rates and resulting changes in the availability of funds. He felt that 


24. Hearings, op. cit., p. 537. 
25. It could also be argued that a fall below par on governments might well be very 
upsetting to business expectations and thus also curtail investment spending. 
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these changes could accomplish relatively large changes in the attitudes 
of savers and borrowers. He emphasized the importance of changes in 
the direction of interest-rate movements. On the other hand, Mr. 
Eccles and Mr. Clark were just as emphatic in supporting the same 
viewpoint as that taken by Senator Douglas. Mr. Clark was quite out- 
spoken in stating that the importance of small fluctuations in rates was 
overestimated, especially the importance of short-term fluctuations.” 


CreEepDIT AVAILABILITY 


In building up its case for greater flexibility in the interest rate struc- 
ture, the subcommittee is careful to point out that the effectiveness of 
monetary policy does not depend solely on interest rates and the cost of 
credit. Rather they point out that the possibility of effective control 
through Federal Reserve action depends upon the control exercised 
over the availability of credit. Thus the actions of the Federal Reserve 
Bank 


in reducing the volume of bank reserves or increasing the percentage of reserves 
required against deposits decreases the total lending power of banks. To some ex- 
tent the banks curtail their lending by raising interest rates, but they are likely to 
rely to a greater extent on various kinds of credit rationing. A relatively small rise 


in interest rates may be accompanied by a marked reduction in the availability of 
credit.?7 


Since the argument is thus shifted from the restrictive effects of the 
cost of credit to its availability, it is necessary to examine the effects of 
lowering support prices upon the base of potential credit expansion. If 
the long-term rate is not “turned loose” but an “orderly market’’ is 
maintained—meaning continued support but only at lower price levels 
—what would be the effect of bank reserves of pegging at par or below? 
Thus if the Open Market Committee follows a policy of gradually 
easing long-term prices down but keeping an orderly market by aggres- 
sive buying when necessary, the volume of reserves by such a process 
could be such as to provide a large base for additional credit expan- 
sion.”* Furthermore, the resulting increase in the over-all interest rate 
structure would probably not be great enough to curtail an active credit 
demand, i.e., rates would probably not rise enough to price anyone out 
of the market. An increase of 1 per cent in long-term yields would have 
meant and would mean that the long-term Victory or bank eligible 
bonds would drop far below par to the low go’s. Then whether the Fed- 

26. Hearings, op. cit., pp. 179, 233, 257, 432 ff., 466 ff., 536. 

27. Report of the Subcommittee, op. cét., p. 21, see also Chandler, op. cit., p. 425. 

28. An offsetting consideration, however, concerns another aspect of availability, i.e., the 


effect of a decline in bond prices on the banks’ expectations and thus the effect on their 
willingness to make loans. 
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eral Reserve supported the market at 105, at par, or at 90, the purchase 
of governments would still mean the creation of new reserves, and the 
amount of selling and thus purchases by the Reserve might be greater 
at go than at 105.*° The report of the subcommittee states that com- 
plete freedom of rates in the market is untenable; but the flexibility 
they envision in the market would be faced with these problems, and it 
seems questionable that basing their argument for flexibility of rates 
upon resulting changes in the availability of credit is sound if the flexi- 
bility program means continued support whether at par or below. 

These many facets have been explored, not because the discussion 
indicates the nature of a solution to the basic problem, but, on the con- 
trary, because it indicates its baffling complexity and the difficulty of 
its reconciliation by mere extension of authority. 


LONG-TERM BOND SUPPORT 


Two periods in recent years may be mentioned to indicate the 
amount of support provided by the Federal Reserve when selling pres- 
sure appeared. In December, 1947, the level of support prices was 
dropped which touched off heavy selling on the part of commercial 
banks, insurance companies, and others with consequent heavy support 
buying necessary on the part of the Federal Reserve. In the period from 
the end of October, 1947, to the end of February, 1948, the Federal 
Reserve Banks absorbed almost $5 billion of long-term governments.*° 
At the end of October, 1947, the Federal Reserve held only $708 million 
of government bonds while four months later at the end of February 
their holdings had increased to almost $5.7 billion. In the month of 
December some $1.9 billion of bonds were absorbed by the Reserve 
Banks and in the following month even this figure was surpassed as 
$56 million more were absorbed in January than in December. After 
the support price was lowered on December 24, very heavy selling en- 
sued; so that in the last week of the year alone, the Reserve authorities 
bought over $1 billion of bonds to support the market at the new lower 
levels. ** 

During this four-month period commercial banks and insurance 
companies were reducing their holdings of long terms rapidly. These 
two investor groups reduced their holdings by $3.3 and $1.5 billion re- 

29. Hearings, op. cit., p. 232. 

30. These data come from United States Treasury’s estimates of the ownership of federal 
securities and from the various Treasury surveys of ownership found in the Treasury Bulle- 
tin for the months involved. 

31. During the October-February period, however, the events described above were 
offset by Federal Reserve reductions of their shorter-term obligations through sales to the 


market and retirement by Treasury surpluses. The latter device has not since been avail- 
able. 
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spectively. The Treasury survey of ownership of federal securities also 
shows a residual group of “other investors” consisting for the most part 
of individuals and corporations which reduced its holdings by $1.6 bil- 
lion.** The total reductions shown were not all absorbed by the Reserve 
Banks, however, as one $701 million bond issue was retired during this 
period (of which the commercial banks held $523 millions) and over $1 
billion of Treasury Bonds were purchased by United States government 
agencies and trust funds whose actions during this period were similar 
to those of the Reserve System. 

A second period of heavy Federal Reserve support of the market oc- 
curred from the end of June, 1948, through November 30, 1948. During 
this period of five months almost an identical amount of Treasury 
Bonds was purchased by the Reserve Banks—only $5 million less 
($4,975 million) was absorbed in this five-month period than in the 
earlier four-month period ($4,980 million purchased). The commercial 
banks and insurance companies again were heavy sellers. Commercial 
banks’ holdings of federal bonds declined $1.4 billion; the insurance 
companies, $1.9 billions; and “all other investors,” $1.5 billion. During 
this period one bond issue of $451 million was retired (of which the com- 
mercial banks held $365 million and “all other investors” group $78 
million), but almost all of the remaining reduction of long-term hold- 
ings was absorbed by the Federal Reserve Banks, in contrast to the 
earlier period. 

The second great wave of selling stopped abruptly shortly after Presi- 
dent Truman’s unexpected victory in November. The change was so 
pronounced that the Federal Reserve was able to sell small amounts of 
bonds after the election. Thus the fear of withdrawal of support van- 
ished, and the election results were interpreted as indicating that there 
would be continued support in the government securities market. 
These two periods, however, provide some evidence of the support re- 
quired at times when the withdrawal of support from a previous level or 
fear of a withdrawal of support occur in our economy and serve to point 
up the problems faced by the Federal Reserve as it supplies additional 
reserves by its actions. 

Thus again before taking any steps under the new arrangements en- 
visaged by the subcommittee directive, the Reserve authorities would 
have to consider some of these problems and the possible effects of any 
action taken. And it appears, despite the increased authority that the 
Federal Reserve would obtain under the directive, that the basic prob- 
lems and the same dilemma would still be in existence. The problem 


32. The category of “‘all other investors” also includes banks and insurance companies 
not reporting in the survey and holding approximately 5 per cent of the securities held by 
all banks and insurance companies. 
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thus seems to be one which the war period has left us, i.e., a public debt 
so large that it plays an overwhelming role in all of our monetary and 
fiscal affairs. 


ALTERNATIVE MEASURES 


In view of the many difficulties confronting the Federal Reserve au- 
thorities if they were to be able to exercise their open market operations 
in the traditional fashion with the aid of a congressional directive, it is 
well perhaps to look elsewhere for alternative measures that might be 
used. Two alternatives suggested by the Federal Reserve System that 
have come in for consideration are the proposals (1) to grant the Board 
of Governors additional powers over legal reserve requirements so that 
they could be raised to higher levels and (2) to empower the Board to 
require all commercial banks to hold special secondary reserves in the 
form of Treasury bills and certificates against their demand deposits.** 
It was argued before the subcommittee, especially by Mr. Burgess and 
Mr. Sproul, that raising the legal reserve now required against demand 
deposits would not have any appreciable effect on the availability of 
credit. As long as the Reserve authorities also were supporting the gov- 
ernment securities market, the banks would merely sell additional gov- 
ernments to offset the increases in reserve requirements. 

The banks would thus exchange part of their earning assets for an 
increase in their non-earning reserve balance at the Federal Reserve. 
This, however, would have some effect on the liquidity position of the 
member banks, depending on the extent of the increase in requirements. 
It would also reduce the expansion potential that could occur with any 
given value of governments and reserve balances. Thus, although small 
increases in requirements could be offset by sales of governments, the 
restrictive effect would eventually be felt as the increase in require- 
ments became larger. It was argued that such measures are blunt and 
clumsy in their effect and are not adequate substitutes for traditional 
open-market operations. With the volume of reserves not susceptible to 
manipulation by open-market operations, however, the question is not 
one of comparing the relative effectiveness of these two techniques but 
rather of finding alternatives for the unused technique and then evalu- 
ating the results of these alternatives relative to (1) doing nothing other 
than continuing market support, or (2) turning the market loose. 

With continued support of the market many non-bank groups would 
sell securities which would act to increase commercial banks’ reserve 
balances with the Federal Reserve thus increasing the base of potential 


33- Annual Report of the Board of Governors of the Federal Reserve System, 1945, p. 8. 
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credit expansion. This base and the potential expansion would also be 
diminished by increased reserve requirements. 

The other possible alternative, the requirement for a new secondary 
reserve of short terms is also designed to retard credit expansion in the 
economy without changing governmental policy in the securities mar- 
ket. This requirement theoretically would enable banks to retain earn- 
ing assets as a part of their required reserves but still act to immobilize 
a part of the base for potential credit expansion and the size of the po- 
tential itself. This particular proposal has been subjected to much criti- 
cism as a means of restraining credit expansion, and its value as an 
alternative to traditional open-market operations is in doubt.*4* The 
sale of long-term securities in a supported market would still provide 
the base for credit expansion despite the use of the secondary reserve 
proposal. This would be the case as long as the commercial banks could 
obtain the necessary short terms for the reserve from any non-bank 
sources or had sufficient supplies of their own short terms. Only if 
forced to obtain short-term issues to meet the reserve requirements 
from the Federal Reserve Banks would the potential credit expansion 
be diminished. With large amounts of short terms held outside the Fed- 
eral Reserve System the possibility of reducing credit expansion by this 
alternative, other than through a reduction of the liquidity position of 
the banks, is not encouraging. 

A proposal from another source suggests that the solution to our 
problem lies in the area of anti-inflationary non-monetary measures.*5 
It is argued that selective, non-monetary controls of the wartime vari- 
ety over the allocation and distribution of materials to insure comple- 
tion of only essential projects would have acted to restrict private in- 
vestment in a much more judicious manner than could be achieved 
through the use of monetary measures. This is seen as an especially 
effective approach in a period of widespread shortages of goods. The 
viewpoint here is that this alternative is much to be desired over the 
withdrawal of pegs from the government bond market and the resulting 
confusion. But this approach to some extent begs the question, since the 
basic monetary dilemma would still remain. These suggestions might 
improve the climate within which monetary policy has to work (al- 
though this alternative to many would be regarded as worse than no 
solution, especially in peacetime) but they give us no guides for improv- 
ing the effectiveness of monetary policy itself. 

34. J. B. Willis, “Secondary Reserve Requirements,” The Journal of Finance, Vol. III, 
No. 2 (June, 1948), pp. 29 ff. 


35. P. L. Bernstein, ‘‘Federal Reserve Policy and Federal Debt: A Comment,” American 
Economic Review, Vol. XXXIX, No. 6 (December, 1949), pp. 1278 ff. 
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CONCLUSION 


These are some of the alternatives or possibilities that might be ex- 
plored further in an effort to seek a solution to the monetary-fiscal 
problem that has arisen along with the growth of our public debt from 
World War II. Neither the use of traditional open market procedures 
nor the alternatives mentioned present a complete solution to the prob- 
lem of future monetary policy. The Report of the Subcommittee, as 
noted, suggests a return to traditional measures of monetary control 
through increasing the authority of the Federal Reserve. Thus a Con- 
gressional directive to define areas of control and specify responsibili- 
ties and powers is suggested as a possible solution by the subcommittee 
report. Such a directive would probably improve the situation some- 
what by providing increased flexibility for the handling of short-term 
rates; but in the area of support for long-term governments the basic 
issue of yield and bond price stability versus flexible credit control pol- 
icy would still remain. The difficulty thus cannot be explained simply 
in terms of Federal Reserve-Treasury conflict, and the solution is not 
to be found in merely increasing the power of one or the other. A con- 
sideration of the consequences of complete freedom or even the main- 
tenance of an “‘orderly market” for government securities leads one to 
the conclusion that Federal Reserve policy would not change greatly 
with the addition of the proposed authority over the Treasury. Thus de- 
spite the recommendations of the Douglas subcommittee, which would 
assert the pre-eminence of the Federal Reserve, the baffling dilemma of 
choosing appropriate policy still remains. 
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COMMON STOCKS AND “SAFETY OF PRINCIPAL” 


Dovuctas A. HayEs 
University of Michigan 


WRITERS ON INVESTMENT theory and practice seem to be almost uni- 
versally agreed on the fact that one of the crucial general tests of invest- 
ment quality is “safety of principal.” For instance, in their outstanding 
work on investment analysis, Graham and Dodd make “safety of prin- 
cipal’ an essential element in their definition of an investment commit- 
ment; the proposition is advanced that unless a commitment to securi- 
ties promises such safety it is not an investment but must be relegated 
to the rather dubious category of a “‘speculation.”* 

In view of the importance thus attached to “safety of principal,”’ it 
might be expected that something very precise and distinct would be 
implied by this incontestably desirable attribute. However, one finds 
that the usual discussion of the safety concept does not lead to sharply 
defined conclusions that may be applied to specific investment deci- 
sions. This is true to some extent in the treatment of fixed income se- 
curities, but there is an especial lack of distinct implications in the field 
of common stocks. 

In this article it is intended that attention will be concentrated on 
three major questions involved in the appraisal of common stocks rela- 
tive to their safety elements. First, should a distinction be drawn be- 
tween “safety of principal” and “recoverability of principal”? If there 
is such a distinction, what is the relationship between volatility of mar- 
ket price and safety? Second, is it always necessary to diversify com- 
mitments to common stocks in order to obtain even a modicum of safe- 
ty? If so, why is it that a commitment to a single common stock does 
not have the “safety” essential to classify it as an investment? Third, 
should “safety of principal” be interpreted mainly in the light of dollar 
values or should greater specific emphasis be placed on so-called “real”’ 
values when this concept is discussed as a measure of investment qual- 
ity? Some of these questions have been discussed by investment au- 
thorities under various topical headings, but to my knowledge they 
have never been specifically considered as a whole when the focus of 
attenton was on “safety of principal’’ as a general test of investment 
quality. 

1. B. Graham and D. L. Dodd, Security Analysis (Second Edition, New York: McGraw- 
Hill Book Co., 1940), pp. 63-64. 
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On the whole it does not appear very enlightening to define a safe 
stock as one which in all probability will be “worth” the price paid for 
it.2 To be very useful as either a theoretical or practical definition it 
would seem obvious that it is necessary to remove the ambiguities per- 
taining to the critical word in this definition: “worth.” Without at- 
tempting to appear dogmatic on the subject it may be conjectured that 
the ordinary purchaser of securities would be inclined to identify 
“worth” and market price. This is not to say that minor variations in 
market price would have disturbing implications as to “worth” and re- 
sultant safety, but if any material depreciation ensued in the market 
price after purchase (say 30 per cent), then the average investor might 
be hard pressed to imagine that the stock was “worth” the price paid. 
The natural conclusion from this general identity: any stock having a 
volatile price history and therefore vulnerable marketwise could not 
properly be classified as an investment promising safety of principal. 
And as a large number of common stocks have been unstable pricewise, 
the field of investment in common stocks (requiring by definition “‘safe- 
ty of principal”) would thereby be drastically limited unless some 
method could be suggested to offset the possibility of unsatisfactory 
price experience. 

It is probably fair to state that the most common technique intro- 
duced by investment practitioners to minimize variations in the market 
value of a portfolio is diversification. Orthodox practice involves invest- 
ment operations in common stocks (as presumably contrasted to specu- 
lation) being limited to group operations involving industry and com- 
pany diversification before even the semblance of safety is achieved. 
Along this line Graham and Dodd state that “instability” of common 
stocks requires the “investor” to commit funds to common stocks only 
if a diversified group can be obtained.’ However, in fairness to the au- 
thors it must be pointed out that it is not entirely clear if cyclical “‘in- 
stability” is the crucial factor or if “instability” in “‘value” due to un- 
predictable secular developments is of prime importance.‘ The latter 
factor relates mainly to shortcomings in the valuation process which 
are discussed below rather than to variable cyclical prices with long- 
term “values” presumably remaining constant. 

It is certainly not my purpose to deplore diversification, which is ob- 
viously a desirable attribute of any security portfolio, but strictly in- 
terpreted it means that no individual can embark on an “investment” 

2. Ibid., pp. 63-64. 

3. Ibid., p. 362. 

4. Ibid., pp. 345-48. However, it might be noted that in this discussion the tendency for 


common stock prices to fluctuate more widely in recent years is used to indicate the increas- 
ng “‘instability” of common stocks. 
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in common stocks until sufficient funds are available to make possible 
the acquisition of a considerable number of issues.’ It is thus implied 
that the investor will avoid common stocks until the funds at his dis- 
posal are relatively large, or possibly he may turn to the investment 
funds or perhaps to insurance companies which by themselves have di- 
versified portfolios. But even a cursory review of the price histories of 
the shares of investment funds or insurance companies will reveal that 
price volatility is not avoided by purchasing a share in one diversified 
portfolio of such a company. In my opinion the divergent records of 
these companies make the case for diversification almost, if not equally, 
as strong when the shares of these companies are acquired. 

Recently, however, Mr. Graham has convincingly argued that the 
“safety of principal” of funds intrusted to common stocks is not im- 
paired by market fluctuations.® If we accept his argument, then “‘safe- 
ty” should be carefully and completely divorced from “recoverability” 
or liquidity. In view of its importance brief attention might be devoted 
to the hypotheses underlying the logical separation of “safety” and 
market price. His conclusion seems to be based on two fundamental as- 
sumptions with respect to the nature of an investment operation. 
First, it is assumed that liquidity is not an integral feature of an invest- 
ment in common stocks. It should be specifically recognized by the in- 
vestor that if there is a reasonable possibility that he may have to re- 
cover a significant segment of his principal for use elsewhere at unpre- 
dictable times in the future, then an investment operation in common 
stocks is not advisable. But in lesser degree the same recommendation 
holds true for any commitment to securities outside of high-grade short- 
term bonds or government savings bonds. 

Second, it is assumed that an investment in common stocks is made 
only after an intelligent and objective valuation has been formulated 
and that the price paid for a stock does not exceed the valuation so de- 
termined. Then so long as the investor’s judgment regarding the valua- 
tion remains valid, the principal committed to the stock is “safe’’ ir- 
respective of market aberrations. From this argument it follows that if 
stocks are bought without reference to a systematic valuation process 
or if the prices paid exceed the valuation estimates, then the principal 
committed to such stocks is “unsafe” by the difference between the 
valuation price and the purchase price. 


5. See R. E. Badger and H. G. Guthmann, Investment Principles and Practices (New 
York: Prentice-Hall, 1941). Common stocks are held less suitable to the small investor 
because of the absolute need for diversification. It is also held that the “‘largest possibili- 
ties” of principal losses arise out of the cyclical price movements of common stocks (pp. 
265-69). 

6. B. Graham, The Intelligent Investor (New York: Harper and Bros., 1949), pp. 41-46, 
78-80. 
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As a theoretical approach to “safety of principal” of common stocks, 
this argument seems to have considerable merit. It warns the investor 
that he may expect the market value of his portfolio to deteriorate 
below cost at any time. But it further makes clear that so long as no 
untoward event intervenes to vitiate his appraisal of the long-term 
prospects he has all the essential elements of “safety.” The main dif- 
ficulty which seems inherent in this approach is the assumption that 
objective and intelligent valuations of common stocks can actually be 
made in practice. 

What are the obstacles to the valuation of common stocks? In the 
first place our economy is dynamic in character. This means that there 
are constant secular changes affecting industries and companies. New 
products and services are developed which render obsolete the demand 
for established products and services. There may be no public knowl- 
edge of these new products and services until they appear on the scene 
and modify or destroy the value of companies engaged in the produc- 
tion of competing goods. Obviously the valuation process cannot be ex- 
pected to foresee all possibilities of secular decline in the positions of the 
companies analyzed. No matter how refined investment techniques be- 
come the valuation process may be vitiated by such developments. 

But this source of “risk” leading to lack of safety should be appraised 
in its proper perspective and scope. As to perspective, it might be noted 
that other long-term “risks” might be equally significant relative to the 
real value of the principal and they cannot be ignored in any well-con- 
ceived investment operation. The risk involved in the long-term value 
of the unit of account has perhaps received the most attention in recent 
years. As to scope, it might be pointed out that many years ago Edgar 
L. Smith showed that such risks cannot be avoided by concentrating in 
high-grade corporate bonds.’ If an industry encounters drastic secular 
adversity, bondholders of companies within that industry can expect 
losses almost commensurate with the stockholders of the same com- 
panies. Bankruptcies brought about by the obsolescence of products 
are hardly ever happy to the investors concerned regardless of the type 
of security held. In other words, no corporate security is immune to the 
secular risk as bondholders of the transit companies might testify. 

The second main difficulty encountered in the valuation of common 
stocks lies in the fact that the value of a common stock is dependent 
largely upon an estimate of “earning power.” It is at this point that 
there is a fundamental difference between the approach to fixed income 
securities and common stocks which makes the analysis of common 


7. E. L. Smith, Common Stocks as Long-Term Investments (New York: Macmillan Co., 
1924), Pp- 94-98. 
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stocks immeasurably more difficult than bonds or preferred stocks. 
With the latter it is only necessary to be reasonably convinced that the 
earnings protection afforded the interest or dividend coupon is going to 
be adequate in the future. In a great many cases the analyst can be 
reasonably convinced of this adequacy from an inspection of the past 
record. But in the case of common stock it is not sufficient to conclude 
that future earnings are reasonably certain to be adequate. It is neces- 
sary in addition to attempt the derivation of some estimate of the 
actual future /evel of earnings.* 

For example, if a company has $2 million of interest charges and if 
“earnings available for fixed charges” has varied over the past decade 
or so between $10 million and $20 million, a conclusion might well be 
reached that the bonds of this company deserve a high-grade rating and 
a resultant value as a “money” bond. It makes little difference whether 
future earnings average $10 million or $20 million so far as the status 
of these bonds is concerned; in either case they would merit their high- 
grade rating. However, it makes a great deal of difference to the value 
of the common stock. If earnings are expected to average $10 million 
then a much lower value would be placed on the common equity than if 
the estimate was set at $20 million. 

Various analytical techniques have been suggested to estimate “earn- 
ing power.” Perhaps the most widely used is that of the arithmetic 
average of past earnings over at least one complete business cycle. Such 
a solution might be the best available expedient, but implicit in this 
technique is the assumption that the pattern of cyclical fluctuations in 
business in the future is going to resemble the pattern of the decade or 
so covered by these average figures. This crucial assumption is of course 
one which is very tenuous and can be supported only by references to 
historical precedents. The use of the simple arithmetic average of past 
earnings as the quantitative indication of earning power also ignores the 
factors of trend and possible structural changes in the company and in 
the economy as a whole. To give effect to those matters more emphasis 
may be placed on more recent earnings or additional refinements of 
technique may be adopted. But no matter how elaborate the statistical 
technique, the “earning power” estimate in many cases cannot be re- 
solved with any degree of confidence. 

Thus while in theory common stock investors can obtain safety of 
principal by purchasing stocks at prices at or below their reasonable 
values, in practice such safety is difficult to obtain because of the uncer- 
tainties involved in many cases in the valuation process. But at this 


8. See G. W. Dowrie and D. R. Fuller, Investments (New York: John Wiley and Sons, 
1950), Pp. 270. 
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point the principles of diversification are again introduced. Here we are 
not attempting to protect the investor against cyclical movements in 
stock prices resulting from variations in the business outlook or from 
short-term changes in the relative positions of various industries. In- 
stead, the main objective of diversification is to protect the investor 
against the possible errors inherent in the valuation process. A rather 
crude “law of averages” is applied. Presumably the possibility of over- 
estimating a single company’s future earning potential will not be dis- 
astrous to the over-all principal value, and besides, favorable results 
may accrue from underestimating the potential of other companies. In 
this way the over-all principal value of the portfolio may be regarded as 
reasonably safe. 

But it would also seem to follow that if the investor can be unusually 
confident of his earning-power estimate and resultant value, there is a 
lessened need for diversification to obtain safety of principal. Also the 
suggestion might be offered that if the price of a stock is materially 
below any conservatively estimated value, there is less need for diversi- 
fication because the estimate of earning power has a very large ‘‘margin 
of safety.” Let us examine each of these possibilities in turn. 

While admittedly not typical, it is possible that the analyst may 
have a very high degree of confidence in the earning-power estimates of 
certain companies. The required characteristic of such companies 
would be the indication of exceptional prospects of stability both in a 
cyclical and secular sense. From a quantitative standpoint earnings 
should vary in a relatively narrow range about the average, and the 
secular trend (if any) should not be unfavorable. From a qualitative 
standpoint the company’s products should appear to have an inelastic 
demand in both a price and income sense, and competitive conditions 
should be orderly. Conservative financing and reasonable control of 
costs should be indicated. Specifically certain enterprises engaged in 
industries such as banking, food production and distribution, tobacco, 
and electric power might well meet these requirements among others. 

But even under conditions where substantial confidence can be 
placed in the estimates of earning power, there is a further requisite 
before safety of principal is obtained. The price of the stock must be in 
reasonable relationship to the estimated earnings. However, the ques- 
tion immediately arises as to what benchmark may be applied to deter- 
mine whether the price is reasonable relative to earnings. In brief, the 
problem can be stated in terms of the ogthodox and familiar “capitaliza- 
tion rate.”” Unless some guidepost exists to limit the “capitalization 
rate” to reasonable proportions, safety of principal cannot be obtained. 
It is at this point that the “margin of safety” concept, developed by 
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Benjamin Graham in his most recent book, provides the basis for a 
solution. In brief, “margin of safety” relates the earnings yield (based 
on estimated earning power) of a common stock to the yield obtainable 
on high-grade bonds. Graham suggests that the earnings yield on a 
stock should be at least twice bond yields before the “margin of safety” 
is adequate.® In other words, if the bond yields are roughly 3 per cent, 
then safety of principal is obtainable only if the capitalization rate is 6 
per cent or higher. Put in terms of the more familiar Price-Earnings 
ratio, the maximum P/E ratio which can prevail and still obtain safety 
of principal, when bonds are yielding 3 per cent, would be 16.6.7° A 
theoretical definition of a “safe” stock is thus suggested: safety of prin- 
cipal is achieved when the earnings yield based on a conservative ap- 
praisal of earning power is at least two times high-grade bond yields. 

Now, like any other investment standards or techniques, intermi- 
nable debate could be devoted to the question as to whether or not a 
“margin of safety” of two is adequate or whether it should be less or 
more. But the same sort of debate is possible with respect to standards 
of bond selection, such as whether the “times charges earned’’ ratio 
should be two, three, or something else before reasonable safety is 
achieved. While the matter cannot be termed unimportant, it is ob- 
viously a moot question not subject to mathematical solution but de- 
pendent upon empirical judgments. Merely as a matter of judgment, it 
would seem that Graham’s suggested ‘“‘margin of safety” of two is rea- 
sonably conservative. 

Actually the “margin of safety’’ approach seems to be an extension 
to common stock valuation of the “times fixed charges earned” tech- 
nique used to appraise fixed-income securities. And because it applies 
quantitative limitations to the investment values of common stocks, 
this concept or something reasonably related thereto must necessarily 
be used in common stock valuations. But because of this apparent close 
relationship with an important technique of bond analysis, at least one 
important problem is raised which is pertinent to the question of safety 
of principal. In the case of bonds it seems eminently reasonable to hold 
that the safety of a bond is jeopardized when and if the average earn- 
ings coverage of fixed charges falls below say three times in the case of 
an industrial company. In this way a “safe” commitment may become 
“unsafe” before earnings have declined to a point where they are just 
equal to bond interest requirements. 

Thus, only if the analyst felt that a very high degree of confidence 
could be placed in the estimate of earning power would a capitalization 


9. Graham, op. cit., p. 255. 
10. Dowrie and Fuller, op. cit., suggest a P/E ratio of 15 or an earnings yield of 6.6 per 
cent, but this figure is rather arbitrarily selected (p. 515). 
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rate of only two times the bond yield rate be justified. Presumably such 
a company should indicate on all counts either considerable stability 
(both from a cyclical and secular point of view) or a definite upward 
secular trend before the minimum “margin of safety” (two) could be 
held to promise safety of principal. But if the common stock of such a 
company could be bought at say twelve times the estimated earning 
potential or on an earnings yield basis of 8.3 per cent, which would give 
a “margin of safety” of almost three at the present time, it is my feeling 
that such a commitment alone would promise safety of principal suf- 
ficient to classify it as a true investment. 

To make this discussion more concrete two examples might be cited 
of such stocks: Liggett and Myers Tobacco Company and Central 
Hanover Bank and Trust Company. The table below shows the earn- 
ings and dividends per share of these two companies for the years 
1936-41 inclusive and 1946-49 inclusive, and the price range of the 
stocks over the years 1948-49. The range of earnings of the obviously 
less indicative war years is also shown. 


CENTRAL HANOVER BANK Liccett AND Myers 
AND Trust ComMPANY 
Earn- Divi- Earn- Divi- 
YEAR ings* dends Price ings dends Price 
1936... 6.50 4.00 : “3 *. 25 7.00 
1937.. 7.50 4.00 ; 6.35 6.00 
1938... 5.01 4.00 rye 6.09 5.00 
1939 5.15 4.00 Sor 6.13 5.00 
1940 6.24 4.00 ee 6.02 5.00 
194! 6.31 4.00 ; 5.22 5.00 
1942-45 5-76-8.79 4.00 ; 4-25-4.50 3.50 
1946 8.04 4.00 : 5.40 4.00 
1947. : 6.68 4.00 hal 6.80 4.50 om 
1948. . 6.86 4.00 81 — 98 8.80 5.00 82-91 
1949 6.52 4.00 824-102 7.20 5.00 72-91 


* Gains on sales of securities excluded. 


The quantitative stability indicated by the reported earnings can be 
supported on qualitative grounds. Central Hanover, a large money 
market bank in New York, derives its earnings from government bonds 
and a diversified loan portfolio and its earnings are largely functions of 
the volume of deposits, money rates, and reserve requirements. How- 
ever, as the first two of these factors are not subject to drastic change 
and as the reserve requirements in recent years have been relatively 
near the peak allowed by existing law, the risks associated with the 
earning power seem relatively negligible. It also might be pertinent to 
note that the book value of this stock was in excess of $125 per share at 
the end of 1948 and is still larger today. If this stock had been pur- 
chased about midway in the price ranges of 1948-49 or at about go, the 
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earnings yield based on average earnings of $6.70 a share would have 
been 7.33 per cent and the dividend yield 4.4 per cent. The “margin of 
safety” thus indicated would have been about 2.5 times conservatively 
computed by estimating high grade bond yields as 3 per cent, Only to 
the extent that the earning power of Central Hanover might be ma- 
terially less than about $5.50 per share in the future would the principal 
be unsafe at a price of 90, and the apparent remoteness of this possibil- 
ity is a reflection of the safety of an investment in this stock at go or 
below. 

Liggett and Myers occupies a strong position as one of the “Big 
Three” in the tobacco industry with its main revenues dependent upon 
the sale of a product which can be classified as a low-priced consumer 
good having an inelastic demand. Costs are largely a function of the 
price of raw tobacco and large inventories are required. Some risks are 
associated with the large inventory commitments and the resultant 
senior capital used to finance the inventories. However, as the minimum 
coverage of fixed charges over the past thirteen years has exceeded 
three times and as prices have been adjusted on an orderly industry- 
wide basis to rising costs of tobacco, the business and financial risks 
seem relatively moderate. At a price of about 80 or eight points above 
the 1949 low the stock would indicate an earnings yield of 8.1 per cent 
on average earnings over the years 1936-41 and 1946-49 inclusive. The 
“margin of safety” thus shown would be 2.7 times, and earning power 
would have to decline below $4.80 per share before the safety as defined 
above would be questioned. Outside of the war years earnings in every 
year from 1935 to date have exceeded $4.80 per share which roughly 
appraises the possibility of this contingency. 

In addition special commitments might be made in less stable com- 
mon stocks during periods of depressed market prices which can satisfy 
the foregoing definition of safety of principal without requiring diversi- 
fication. At such times the current outlook for business would undoubt- 
edly be dismal and the investor’s liquid funds available for investment 
might well be limited. To hold that the investor should refrain from ap- 
parent bargains in common stocks unless he has sufficient funds to ac- 
quire a diversified portfolio would in many cases negate the opportuni- 
ties presented by such markets. This observation, of course, rules out 
the possibility that a diversified portfolio is already held at the time the 
opportunities offered by the depressed market presents itself. 

Under the conditions envisaged, the market prices of many stocks 
would be strongly influenced by transient emotional factors or by a 
large floating supply contributed by owners hard-pressed for liquidity. 
The market deterioration following the outbreak of the war with Japan 
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and Germany in 1942 might be offered as a specific case in point; the 
1932 debacle is perhaps another instance. Under these circumstances 
seasoned stocks of large, well-established companies may be available 
at prices wherein the ‘margin of safety” based on an objective long- 
run appraisal of earning power is ridiculously large. In these cases it 
might even be apparent that the need to estimate the actual level of 
future earnings described above as a typical element in common stock 
valuation becomes less necessary. Here the investor-analyst might well 
reach the conclusion that while the absolute level of future earnings is 
most difficult to predict with any degree of confidence, it would be ex- 
tremely unlikely for the company’s average earnings to be less than 
that required to maintain an earnings yield of at least two times bond 
yields on the cost of the stock. Let us imagine a well-established com- 
pany, conservatively financed, selling at only four or five times average 
earnings over a long-term period. At the time in question the current 
earnings of the company might be negligible, but the purchase of this 
stock in and of itself might well promise reasonable safety of principal 
as defined above and thus meet a basic test of an investment operation. 

The approach to situations of this kind might thus be somewhat 
negative in character: determine the lowest earning power that would 
give a “margin of safety” of two times bond yields and objectively in- 
quire as to whether such a low earning power could reasonably be ex- 
pected in the future. Let us adopt this approach in the analysis of two 
large companies as of 1942. Shown below are the earnings and dividends 
of Sears, Roebuck and Company and Firestone Tire and Rubber Com- 
pany over twelve and thirteen years respectively prior to 1942. 


Sears, Roesuck AND CoMPANY Firestone Tire AND RusBER ComMPANY 
Earn- Divi- Earn- Divi- 

Year ings dends Year ings dends 
1929... — 6.62 2.50 | ee 3.27 2.00 
1930... 3.01 2.50 I cis rcccrmleras (d) .65 1.45 
193! 2.47 2.50 RES epee 1.26 1.00 
1932-33 . (d)0.53* 1.25 git oh deed 1.07 1.00 
1934. 3.35 ; DE aie 9:52 .. (d) .21 55 
1935 3-13 ae ees Suk s -71 .40 
1936 4-45 1.75 1935. 1.53 -40 
1937 5.60 6.25 rere 3.28 1.40 
1938 5-58 5.50 1937- 3-33 2.00 
1939 4.18 3.00 eee 5.97 1.25 
1940 6.60 4-25 ae 2.03 1.00 
1941 6.32 4-25 NG 803460. 3.02 1.25 
eres 4-37 1.50 


*Fiscal year changed to January 31. 


Both of these companies were well intrenched in their respective in- 
dustries and showed no evidence of a secular decline; they both had a 
long record of profitable operation and no serious difficulties were en- 
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countered during the depression with respect to securities senior to the 
common stock. Dividends on Firestone common had been paid in every 
year since 1910 and while Sears had omitted payments in a few years, 
the interruptions were not of long duration. However, it is notable that 
the earnings of both these companies had varied over a relatively wide 
range. But, counting earnings in the years in which small deficits were 
incurred as zero, average earnings were about $4.20 per share for Sears 
and $1.93 for Firestone. Admittedly average earnings are less signifi- 
cant when the variation about the average is relatively great. However, 
as the years covered were weighted by the inclusion of the “Great De- 
pression,” the use of average earnings as a point of departure for the 
estimation of earning power may be regarded as eminently conserva- 
tive. 

In the latter part of 1941 and/or early 1942, Sears was selling at 43 
and Firestone at 13. Such prices indicate an earnings yield on average 
earnings of almost 10 per cent on Sears and 15 per cent on Firestone. 
The “margin of safety” was thus more than three times bond yields on 
Sears and about five times on Firestone. Before the ‘‘margin of safety” 
would be less than two times bond yields on Sears the earning potential 
would have to be written down to about $2.50 or about what was earned 
in the depression years of 1931 and 1934. Logically it would seem very 
doubtful in spite of the war and the unknowns associated therewith if 
the future earning power of Sears could have reasonably been placed at 
no better than earnings realized during two years of extreme depres- 
sion. The earning power necessary to produce a “margin of safety”’ on 
Firestone of only two times bond yields at a price of 13 would be about 
$0.80 per share. This was less than was actually earned in 1931 and 
1932. Again while the actual prediction of the future earning power of 
Firestone would have been difficult in 1942, it would also be most dif- 
ficult to imagine that it would be less than that required to give a 
“margin of safety” of at least two times bond yields. If this is true then 
reasonable safety would be achieved by a commitment to either stock 
by itself at prices then prevailing. 

Market circumstances such as the foregoing are only infrequently en- 
countered; and stocks possessing the necessary stability of earnings 
along with a price which will obtain the necessary “margin of safety” 
are admittedly not typical of the great majority of common stocks. But 
at the same time these cases might well be of sufficient importance to 
warrant a qualification of the generalization that only diversified group 
purchases of common stocks can qualify as “investment”? commit- 
ments. 

Finally the question might be raised as to whether the safety of prin- 
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cipal test should give greater attention to “real” values as opposed to 
“dollar” values. Back in 1924 Smith pointed out that the safety of bond 
investments was largely illusory when allowance is made for possible 
erosion in the purchasing power of the dollar.™ This is an incontestable 
theoretical concept. But possibly in order to avoid undue complications 
at the time when fundamental investment tests or policies are consid- 
ered, many texts on investments seem to imply that dollar safety is the 
primary objective. In later sections of some of these books the ques- 
tion of the “purchasing power risk” is introduced, sometimes rather 
reluctantly, as a matter of concern in the establishment of an invest- 
ment policy. This treatment seems rather inconsistent. If an investor is 
conditioned to seek safety of principal in dollar terms as a basic objec- 
tive of an investment operation, how logically can he be informed at a 
later point that this objective must be abandoned in part in formulating 
an intelligent investment program? 

Unfortunately experience suggests that there is no known way where- 
by the investor can achieve assurance of safety of principal in real terms 
out of income-producing investments. But this fact does not reduce the 
importance of the problem. Furthermore, the principal of a bond port- 
folio is obviously not safe in real terms if there is any reasonable pros- 
pect that the value of the unit of account will be subject to future 
depreciation. In the case of common stocks this easy generality cannot 
be made, but it is also impossible to predict with any degree of assur- 
ance that the earning power of common stocks will have a direct cor- 
relation with price levels and thus that their dollar value (not neces- 
sarily price) will also be a partial function of the price level prevailing 
through time. Nevertheless without going into the matter in detail it 
has been alleged that the earning power of certain types of companies is 
likely to vary directly, although not necessarily proportionately, with 
variations in the price level. Thus if a significant and permanent depre- 
ciation was apparent in the value of the unit of account, there would be 
reason to establish a somewhat higher valuation on such stocks thereby 
increasing the dollar valuation of principal. Unfortunately the type of 
stocks which are usually thought of as having their earning power de- 
pendent upon price levels in part, i.e., “commodity” stocks such as oils 
and coppers, are also subject to wide cyclical variations in earnings and 
thus at the outset their valuations are more difficult to appraise. As a 
result, while safety of principal might be protected in real terms by such 
commitments, a larger “margin of safety”’ would be required because of 


11, Smith, op. cit., pp. 92-100. 

12. See for example D. F. Jordan, On Investments (Fourth Edition, New York: Prentice- 
Hall, 1941), p. 251. Also Graham and Dodd, op. cit., pp. 63-64; Badger and Guthmann, 
op. cit., pp. 87-88. 
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the inability of the analyst to predict any level of earning power with 
confidence. 

The assumption that there are companies whose earning power is a 
function of price levels has not been definitely proved; additional em- 
pirical research in this area undoubtedly is desirable. However, even if 
convincing proof is lacking on the subject, it might be suggested that a 
more consistent application of the purchasing-power theory to the safe- 
ty concept would in general tend to reduce the difference ordinarily 
alleged to exist between bonds and stocks at this point. 

In brief it is held that investment texts ought to give more emphatic 
recognition to the fact that principal losses in real values are suffered in 
bond investments when a structural change depreciates the value of the 
unit of account. It is further held that only if this qualification is spe- 
cifically made does the safety of principal objective have any meaning- 
ful implications to the individual investor under conditions of recent 
years wherein the value of the dollar seems to be willingly sacrificed to 
various political and social objectives of the government. 

To some extent it is unfortunate that “safety of principal’ has be- 
come such a universally accepted cliché in discussions of investment 
principles and practices because it is quite likely that casual use of the 
phrase will have widely different meanings to various investors. Some 
might well regard “safety” as being synonomous with “recoverability,” 
and thus limit their conception of “safe” investments to those promis- 
ing dollar stability of market price. Others might think of “safety” 
strictly in dollar terms wherein it becomes more or less identifiable with 
assurance of continuity of income. Still others, taking a broader view, 
might well take the attitude that “safety” cannot possibly be achieved 
in any absolute sense in view of the wide range of risks that confront the 
investor in the real world. From this viewpoint “safety”? becomes an 
illusion, and the investor is well advised to forget the phrase and spell 
out his objectives with a greater degree of precision. But inasmuch as 
“safety of principal” has become an integral part of the jargon of in- 
vestment theory and practice, it is felt that various aspects of its mean- 
ing and implications deserve greater attention by writers on the subject 
of investments. 





PROFESSOR SLICHTER ON BUDGET DEFICITS 
AND THE FUTURE MONEY SUPPLY 


CuirTon H. Kreps, Jr. 
Federal Reserve Bank of New York 


PROFESSOR SUMNER SLICHTER has recently suggested that the federal 
government must incur a cumulative deficit of at least $30 billion over 
the next thirty years to assure the country an adequate money supply.’ 
He argues that the money supply must be increased by $120 billion, or 
around 75 per cent, over this period merely to avert a decline in prices,’ 
but finds that only $90 billion of this increase can be expected from pri- 
vate sectors of the economy.’ The remaining $30 billion must be ob- 
tained elsewhere. As to its source: 


It might be provided through the banks buying up part of the public debt, but 
concentration of the public debt in the hands of the banks is not desirable. Hence 
an increase in the public debt would probably be the best way to obtain the $30 
billion of new money. This would mean that during a thirty-year period the budget 
would need to be in the red, on the average, about $1 billion a year.4 


The first significant conclusion which Professor Slichter draws from 
his analysis is that 


.. an attempt to balance the budget over the period of the business cycle, and 
even more to reduce the national debt, might prevent the supply of money (cash 
and bank deposits) from increasing rapidly enough to prevent a decline in prices 
and the development of chronic unemployment.s 


In addition, however, he suggests that the money supply may have 
to rise by more than the estimated $120 billion in order to allow for the 
possibility that energetic colle i ov 
actually necessitate a slow rise i 


If unions push up wages faster tha: eng $ and 
output per man-hour, prices must rise 
ment. In that case the increase in the : t y must be 
possible the needed rise in prices.® 


1. ‘Economic Problems of the Year A (February 5, 1950), Sec. 
VI, pp. 11, 44-50. 

2. This estimate of the total increase in the money supply required to prevent a decline 
in prices rests on an explicit assumption that velocity of circulation will not increase and an 
implicit assumption that total output will increase by 75 per cent. 

3. $30 billion from gold imports, $30 billion from increased short-term lending by com- 
mercial banks, and $30 billion from increased long-term lending by commercial banks. 

4- Slichter, op. cit., p. 50. 

5. Ibid., p. 47. 6. Ibid., p. 50. 
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These conclusions, if correct, are of great significance to the formula- 
tion and administration of future monetary and fiscal policy. The rea- 
soning on which they rest should therefore be carefully examined. The 
following critical review examines, first, Professor Slichter’s definition 
of the money supply. Second, it questions his proposed method of filling 
the “monetary gap.” Third, it asks whether an increase of as much as 75 
per cent in the money supply will be required to avert a price decline 
over the next thirty years. Fourth, certain doubts are suggested con- 
cerning the suitability of Professor Slichter’s premise that any over-all 
decline in prices must be prevented. And finally, there would seem to 
be grounds for challenging his contention that a rising price level may 
be inevitable if chronic unemployment is to be avoided. 


I. THE DEFINITION OF MONEY SUPPLY 


Professor Slichter’s statement that the money supply must be in- 
creased by $120 billion, or approximately 75 per cent, indicates that he 
is thinking in terms of a current money supply of around $160 billion. 
But the usual components of money supply, adjusted demand deposits 
and currency outside banks, together averaged only about $109 billion 
during 1949. Addition of the time deposits in commercial and mutual 
savings banks raises this figure to $164 billion,’ which is in the neighbor- 
hood of Professor Slichter’s estimate. It is clear, therefore, that Profes- 
sor Slichter includes time deposits in his definition of money supply. 

One is impelled to ask why, if this is true, Professor Slichter does not 
include other forms of “near money” than time deposits—savings and 
loan association accounts, savings bonds, and Postal Savings System 
deposits, for example—in his definition of money supply? They are all 
about as readily convertible into money as time deposits in commercial 
and savings banks. The more basic question, however, is why Professor 
Slichter sees fit to include time deposits. Any definition of the money 
supply must, of course, be somewhat arbitrary; but the sharpest break 
in the chain of liquid assets certainly comes between demand and time 
deposits. The former circulate as money; the latter must be converted 
into demand deposits or currency before they attain the characteristics 
of negotiability. Had Professor Slichter stopped with currency and de- 
mand deposits, he would have found that an increase of 75 per cent 
over the next thirty years might well have been fully provided by the 
$90 billion growth in gold and commercial bank assets which he antici- 
pates from the private sector of the economy. 

Perhaps he preferred to include time deposits because of the diffi- 


7. Time deposits in commercial banks averaged $36 billion; in mutual savings banks, 
$18.9 billion. See Federal Reserve Bulletin (February, 1950), p. 196. 
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culty of segregating the assets of commercial banks to correspond with 
their demand and their time deposits. But that would not justify the 
inclusion of time deposits outside commercial banks. Exclusion of time 
deposits in mutual savings banks, for example, reduces the 1949 
“money supply” to $145 billion. A 75 per cent increase on this base is 
$109 billion, as contrasted with the $120 billion which Professor Slichter 
computes when using a// time deposits. Subtracting his anticipated $90 
billion increase from private sources leaves a “monetary gap” of about 
$19 billion. Thus a definition of the money supply that is in keeping 
with Professor Slichter’s computations when he is concerned with the 
growth of commercial bank assets would reduce his $30 billion gap by 
$11 billion. 
II. FILLING THE ‘““MONETARY GAP” 


Even if, for purposes of discussion, we grant Professor Slichter his 
definition of the money supply and accept his projection of a required 
increase of $120 billion, it still does not follow either that the “mone- 
tary gap” would be as large as $30 billion or that, whatever its magni- 
tude, it could be filled only by a new government deficit financed 
through the commercial banking system. 

With respect to the size of the gap, it is at least arguable that some or 
all of the magnitudes comprising the $90 billion of monetary expansion 
expected from the private sector of the economy—$30 billion from gold 
imports, $30 billion through short-term bank loans to business, and 
$30 billion through commercial bank purchases of mortgages and other 
long-term private, municipal, and state securities—might well be 
greater.® In addition, Professor Slichter has made no allowance for a 
rise in consumer credit, although this is an area in which the commer- 
cial banks have been expanding markedly for the past decade. Further- 
more, since Professor Slichter’s definition of money supply includes 
time and savings deposits, it is surprising that he has not considered the 
portfolio acquisitions of all institutions holding such deposits, rather 
than just those of the commercial banks. Had he included the savings 
banks in his calculation, the growth of assets would have exceeded his 
estimate of $90 billion. A continuation over the next thirty years of the 


8. Professor Slichter does not explain his method of arriving at the figures of $30 billion 
each for gold imports and bank purchases of long-term non-federal securities and mortgages; 
it may be, however, that an average annual rise of $1 billion in each is a reasonable projec- 
tion. The $30 billion from short-term loans is explained as follows: “It would be undesirable 
for the short-term borrowing of business to rise faster than the dollar volume of production 
because a high ratio of short-term business debts to output makes the economy unstable. 
If short-term business borrowing rises no faster than production, and if the price level is 
stable, an increase of about $30 billion in the money supply might be obtained during the 
next thirty years from short-term business borrowing”’ (Slichter, op. cit., p. 50). The fact 
that Professor Slichter considers a more rapid rise in short-term business borrowi ing than in 
the dollar volume of production “undesirable,” however, will not prevent such a rise, if 
circumstances favor its occurrence. 
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relationship existing during the last twenty between the rates of growth 
of demand deposits plus currency and of time deposits in savings banks 
should cause the expected increase of $90 billion in the former to be 
accompanied by an increase of around $8 billion in the latter. All other 
considerations apart, this alone should greatly reduce the $30 billion 
monetary gap. 

As to filling the monetary gap, Professor Slichter dismisses the pos- 
sibility that commercial banks might purchase an increasing share of 
the government debt already outstanding on the grounds that ‘‘con- 
centration of the public debt in the hands of the banking system is not 
desirable.” But on the basis of holdings of federal debt by all insured 
commercial banks as of June 30, 1949, provision of the whole $30 billion 
by shifting existing government debt into the banking system would 
simply result in raising the bank-held proportion of total interest bear- 
ing direct debt from about one-quarter to about one-third. Such an in- 
crease in “concentration” could conceivably be less undesirable than 
the absolute increase in debt proposed by Professor Slichter. He should 
perhaps also have considered the possibility that the large maturities of 
E bonds occurring during the coming decade may result in a consider- 
able shift of government securities to the banks whether such a shift is 
deemed desirable or not. 

Moreover, in a setting presumably dominated by fear of the conse- 
quences of deflation, the Federal Reserve Banks might be able to en- 
large Federal Reserve credit (in addition to the $30 billion assumed to 
be provided by gold inflows) through purchases of outstanding govern- 
ment securities from non-bank investors, although this might result in 
enlarging the reserves of commercial banks beyond their basic needs. 
Thus some further direct increase in the money supply might be pro- 
vided through monetizing existing debt at the Reserve Banks, thereby 
reducing the “need” for lodging new government debt in the commer- 
cial banks. Nor is it impossible, in the circumstances with which Profes- 
sor Slichter is dealing, that the commercial banks might themselves ex- 
pand the money supply by absorbing a larger proportion of the existing 
private debt. Without any change in the growth of the private debt, a 
larger money supply could be provided merely by an acceleration of the 
present trend toward increasing commercial bank holdings of outstand- 
ing term loans or mortgage loans. Further changes in the money supply 
need not be confined to bank absorption of fresh increases in public 
debt. 

g. And this figure is probably much too low for probable future developments, since 
total assets of savings banks increased by $4.5 billion in the last four years while demand 


deposits plus currency were increasing by $9 billion. Should this ratio continue to hold the 
“monetary gap” would become a “monetary glut.” 
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III. Must THE MonEy SupPLy INCREASE BY 75 PER CENT OVER 
THE NEXT THIRTY YEARS TO AVERT A DECLINE 
IN THE PRICE LEVEL? 


Professor Slichter’s projection of a need for an additional $120 billion 
in the money supply rests on three assumptions: (a) the velocity of cir- 
culation of money will not rise; (b) total physical output will increase by 
75 per cent; and (c) the increase in output will require a proportionate 
increase in money supply (i.e., the volume of “‘money work” to be done 
will increase by 75 per cent). 


A. VELOCITY OF CIRCULATION 


The only evidence which Professor Slichter adduces in support of his 
contention that the rate at which money is spent will not rise is that 
“the rate has been decreasing for many years.’ 

Data on velocity of circulation are admittedly inadequate, but they 
do indicate quite clearly that the most recent movement has been up- 
ward. The series for turnover of demand deposits at member banks in 
leading cities show that velocity of circulation in New York City has 
risen substantially since 1940, while in other leading cities velocity has 
been rising since 1945." These figures not only directly contradict Pro- 
fessor Slichter’s assumption; they also suggest that a rise in velocity 
might be possible over the next thirty years. 

Any increase in velocity of circulation would have a marked effect on 
the size of Professor Slichter’s $30 billion “monetary gap.” Beginning 
with an annual rate of turnover of demand deposits of 20,” for example, 
an increase of 1 turnover for the existing volume of demand deposits 
would reduce the gap by $4.3 billion. Every additional increase of 1 in 
turnover would have the same effect. An increase of 7 in the average 
turnover of existing demand deposits would eliminate the gap com- 
pletely, without making any adjustment in the calculation for the 
effect of increased turnover on the additional money supply that Pro- 
fessor Slichter foresees. 

10. Slichter, op. cit., p. 47. 

11. Velocity has risen both for demand deposits alone and for total deposits. In New 
York City, the rise from 1940 through 1949 was 11 “turnovers” of demand deposits, and 
from 1942 was 8 “turnovers” of total deposits. For “other leading cities” the velocity of 
demand deposits has risen by 3 “turnovers” since 1945, and for “other reporting centers” 
there has been a similar increase in the velocity of total deposits. Federal Reserve Bulletin 
(December, 1947), p. 1508, and (February, 1950), p. 195. It is true, however, that average 
turnover had been declining before World War II. 

12. The 1949 annual rate of turnover of demand deposits (except interbank and govern- 


ment) was 28.2 for New York City, 18.7 for “other leading cities,” and 31.7 for 94 leading 
cities including New York. Demand deposits during 1949 averaged about $83 billion. 
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B. INCREASE IN PHYSICAL OUTPUT 


Professor Slichter asserts without detailed explanation that “the 
country will need to increase its money supply during the next thirty 
years by about $120 billion, or approximately 75 per cent, . . . to avert 
a drop in prices.’’’’ In an earlier version of the same thesis, however, he 
stated that 


During the next thirty years, if the labor force of the United States increases to 
about 75 million, if the work week is cut by about one fourth, and if output rises 
by 2% per manhour per year, .. . the United States will require . . . an increase of 
about $117 billion in the money supply. . . .4 


These assumptions gave an increase in total output of 69 per cent.*s 
Professor Slichter has now raised his sights and expects that the in- 
crease in total output, and hence in needed money supply, will be 
greater. This revision of his estimate must be based on the expectation 
of a smaller decrease in work week, or a larger increase in productivity 
or in the number of employed workers, than was earlier presumed. Of 
these three possibilities, the last appears most likely.” 

But if a first revision of the estimate proved necessary within barely 
two months, the reliability of even the revised estimate as a policy 

guide for the next thirty years is certainly open to question. Suppose 
that employment or productivity does not increase as rapidly as is as- 
sumed. Suppose the work week declines more rapidly than is assumed. 
The “monetary gap” will at least be reduced and may possibly be 
wholly eliminated. 

Should employment fail to rise above 69 million, should productivity 
increase no faster than 1 11/16 per cent per year, or should the work 
week be shortened by roughly one-third instead of one-fourth, the cal- 
culated gap would be eradicated completely. Correspondingly finer re- 
adjustment in all three projections taken together might equally well 
result in a growth in output no greater percentagewise than the growth 
of $90 billion (56 per cent) which Professor Slichter expects in the vol- 
ume of currency and deposits. And it is not inconceivable that actual 


13. Slichter, op. cit., pp. 47-50. 

14. “‘Will Business Recovery Continue?”’ Commercial and Financial Chronicle (October 
27, 1949), Pp- 1, 42-43. The inference 1s clear in this earlier statement that the required 
percentage increase in money supply must equal the expected percentage increase in total 
output. 

15. Idem. This percentage is obtained if present labor force is estimated at 60 billion. 
This was too low an estimate of labor force even when Professor Slichter prepared his earlier 
article, but it probably represented, at that time, a fairly reasonable estimate of civilian 
employment. I shall assume, therefore, that his figures refer to ‘‘number of employed 
workers” rather than “‘labor force.” 

16. Joseph S. Davis, ‘‘Fifty Millior More Americans,” Foreign A fairs (April, 1950), pp. 
412-26, argues that there will be a greater increase in United States population in the 
future than has heretofore been assumed. 
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developments may be sufficiently wide of Professor Slichter’s projec- 
tions to create, in fact, a necessity for decreasing the money supply 
(possibly through cumulative budget surpluses!) to prevent the price 
level from rising. 


C. INCREASED OUTPUT AND INCREASED MONEY SUPPLY 


As demonstrated in preceding sections, Professor Slichter’s method of 
estimating the required increase in money supply begins by assuming 
that velocity will not rise; then estimates the percentage increase in 
total output; and finally, applies this percentage to an estimate of 
existing money supply to discover the required amount of increase. 

It has been pointed out that there is at least some basis for assuming 
that velocity may actually rise. And on the basis of the only available 
published description of Professor Slichter’s method of projecting total 
output, his generalizations on that score appear doubtful. Even if the 
soundness of the first two steps of his analysis could be granted, how- 
ever, the third would still be subject to question. 

Any given increase in output over the next thirty years would not 
necessarily result in the need (in order to avert a price decline) for a 
proportional increase in money supply even if velocity is assumed con- 
stant. To the extent that the rationalization and integration of produc- 
tive and distributive processes continue, the rise in “money work” 
(reflected by money supply times velocity) will almost certainly be less 
than the rise in physical volume of output. There is no evidence that 
the trend in this direction has noticeably weakened. 


IV. How Far SHOULD WE Go IN PREVENTING 
DECLINES IN PRICES? 


Professor Slichter’s argument is based on what he considers to be the 
necessity for preventing “a decline in prices and the development of 
chronic unemployment.” To do this, he says, it is necessary to increase 
the money supply. 

But is a general decline in prices necessarily undesirable? From 1925 
through most of 1929, for example, declining prices were apparently not 
incompatible with the maintenance of a high level of economic activity 
and employment. Professor Slichter would probably argue, however, 
that our economic institutions have so changed since then that repeti- 
tion of the experience of the twenties is impossible. His argument 
would therefore depend on acceptance of the existence of market imper- 
fections, structural rigidities, and a general lack of flexibility in the 
economic system. He reasons along such lines when he states 
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. the economy of the United States is essentially inflationary. It contains institu- 
tions which can be expected to produce mild but more or less steady inflation. 
Among these institutions are trade unions and collective bargaining. . . . Another 
inflationary institution is the government . . . politicians find it more advantageous 
politically to authorize expenditures than to impose taxes.7 


Is there not an element of circularity in Professor Slichter’s argu- 
ment? If the government is really the inflationary institution which he 
describes, there seems little point in arguing that it ought to increase the 
money supply by incurring budget deficits over the next thirty years, 
since it will in all probability do so automatically. Furthermore, if we 
assume more or less steady inflation, borrowing by the private sector of 
the economy may well be greater than proportionate to the rise in the 
physical volume of production. More fundamentally, however, we shall 
succeed only in deluding ourselves if we assume that merely increasing 
the money supply will resolve our difficulties. 

What is required is a more basic approach, aimed at eliminating at 
least the worst of those inflationary biases which Professor Slichter ac- 
cepts as given data. Otherwise the economy will surely become even 
more inflexible, and we shall find with the passage of time that larger 
and larger doses of monetary medicine are required “to prevent a de- 
cline in prices and the development of chronic unemployment.” 


V. WILL A RISE IN Prices BE NECESSARY 
TO PREVENT UNEMPLOYMENT? 


It is Professor Slichter’s view that if unions raise wages faster than 
output per man-hour increases, prices must rise to prevent the growth 
of chronic unemployment. The necessary increase in money supply, 
therefore, may be greater than that required merely to keep prices 
stable. 

Professor Slichter maintains that “if the community does not like a 
rise in prices, it must insist that employers do a good enough job of 
bargaining to prevent wages from outrunning output per man-hour.””** 
He himself appears to believe, however, that regardless of what the 
community likes or does not like, employers will have little chance of 
doing “‘a good enough job of bargaining” to prevent this from occur- 
ring.'? The implication of his view is, therefore, that the basic nature of 
future monetary policy will be shaped by the unions, with the central 
bank accommodating its action to the fundamental influence of steadily 
rising wage costs. Is that the only “realistic” possibility? 

17. “Will Business Recovery Continue?” p. 43, 

18. “Economic Problems of the Year Ahead,” 


19. See, for example, his Wages and Prices, yt, ‘Address before the Academy of Political 
Science (Columbia University, 1948). 
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Acceptance of such a conclusion does not appear either necessary or 
desirable.” The proposition that unions will generally push up wages 
faster than productivity rises is not an established principle. On the 
other hand, union behavior is demonstrably adjustable to the necessity 
of surviving. This suggests that high wage demands, deeply ingrained 
in union custom though they may be, can be modified if unions find 
they are creating unemployment. 

Unions can succeed in raising costs, and employers can succeed in 
passing these higher costs on through raising prices, in a more or less 
continuous upward movement, only so long as purchasing power and 
new money are artificially injected to support the rising prices. That 
spiral may itself exert a deadening influence upon economic develop- 
ment. But if purchasing power is not created through artificial means, 
unions will find their upward pressure on costs resulting in reduced 
sales and employment, and may well be forced to moderate their de- 
mands. Also, employers, facing buyers’ markets instead of artificially 
induced sellers’ markets, and consequently finding it impossible to raise 
prices at every turn of the wage screw, doubtless will proceed to acquire 
“bargaining zeal” to the extent necessary to prevent inflation of prices. 

It is seemingly possible, therefore, through appropriately restrictive 
policies—among which monetary controls and debt management (if not 
tax and expenditure policy) may be of major significance—to aid ma- 
terially in maintaining an approximate balance between aggregate de- 
mand and the flow of goods at prices which are, at the least, stable. 
And this course of action need necessarily be accompanied by “the 
development of chronic unemployment” only if union wage policies 
should prove excessive and completely inflexible. 


VI. ConcLusION 


Professor Slichter argues that it will be impossible to balance the 
federal budget even over the cycle during the next thirty years because 
the government must incur a deficit of at least $30 billion, and possibly 
more, in order to provide a money supply sufficient to avert chronic 
unemployment. Upon examination, this argument is found wanting in 
several respects. 

1. Even if Professor Slichter’s projection of future money needs is 
accepted, it will still be possible to increase the money supply in the 
required amount without recourse to governmental budget deficits. 

2. The projection of future money needs is, however, very question- 
able. It is based on a definition of money supply which includes all time 


20. See the well-stated argument to this effect in Walter A. Morton, ‘““Trade Unionism, 
Full Employment and Inflation,” American Economic Review, Vol. XL (1950), pp. 13-39- 
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deposits. When only time deposits in commercial banks are included, 
the monetary gap is much smaller. When all time deposits are excluded, 
no monetary gap exists. Nor has allowance been made for the rise in 
demand deposits that will result from a further growth of consumer 
credit. Moreover, the projection of needs assumes there will be no 
increase in velocity of circulation, a doubtful assumption. It also rests 
on presumed changes in number of employed workers, work week, and 
productivity which are at best only rough guesses, subject to wide 
margins of error. 

3. But even if all the computations were granted, Professor Slichter’s 
premise—that over the next thirty years all general price declines must 
be averted by increasing the money supply, in order to prevent chronic 
unemployment—is certainly unwarranted. Acceptance of this premise 
implies the continued existence and further strengthening of those im- 
perfections and rigidities of the economic system which make for large 
declines in employment when small declines occur in prices. But for 
these defects of our system a perpetual increase of the money supply is 
at best a dubious palliative. 

4. Finally, the view that a general rise in the price level may prove 
necessary to prevent chronic unemployment is a questionable one. It 
assumes that unions will in all circumstances be successful in pushing 
wages up faster than productivity increases. But unions can succeed in 
doing this only if the public proves willing to pay the higher prices that 
result and if the money supply is increased to accommodate them. If it 
is not, they may well prefer to moderate their demands rather than to 
accept chronic unemployment. Through the use of properly restrictive 
measures—including measures of monetary and fiscal policy—high 
levels of economic activity and employment may then be maintained 
without continuous inflation. 








SOME SUGGESTED CHANGES IN THE CORPORATE 
TAX STRUCTURE 


ELI SCHWARTZ AND ROGER C. VAN TASSEL 
Brown University 


THIS PAPER CONCERNS itself primarily with the problem of developing 
a tax structure that will aid in bringing about a more flexible capital 
market. We propose to examine the theoretical aspects of an undistrib- 
uted profits tax to see if it could serve this purpose. The exact form the 
undistributed profits tax should take we leave to the tax experts, as- 
suming always that the rates be made high enough to force a distribu- 
tion of almost all corporation earnings. 

We are interested in the possibility of revising the corporate tax 
structure bearing in mind the general objectives of achieving a greater 
amount of distributive justice and of obtaining a more mobile capital 
flow, more directly sensitive to the desires of individual investors and 
the demands of entrepreneurs. It seems to us that these general objec- 
tives could be accomplished if there were a greater flow of earnings from 
the corporation to its legal owners, the stockholders. The present tax 
structure permits retention of financial strength by established cor- 
poration directorates to the point where these bodies have achieved an 
almost autonomous position beyond the reach of the ordinary investor. 
It is with the possibility of restoring the general direction of capital 
investment to the individual consumer-saver and entrepreneur through 
the use of an undistributed profits tax that this paper is most con- 
cerned. 

We have two specific proposals: first, the elimination of the present 
corporation income tax, since we do not believe that this tax is justi- 
fiable as part of an over-all tax structure, if one of the main canons of 
taxation is to be equality of sacrifice, and secondly, the institution of an 
undistributed profits tax, not for the purpose of raising revenue, but to 
force corporate earnings into the hands of individuals. With the adop- 
tion of these joint proposals, income may be taxed more rationally at 
the point of its final disposition, and the independence of directorates 

1. In a very interesting monograph entitled, The Postwar Corporation Tax Structure, 
Richard B. Goode, Treasury Department, Division of Tax Research, 1946, compares the 
advantages and disadvantages of the present corporation income tax in the light of some 
reform proposals. Nowhere, however, does he deal with the possibility of instituting a really 


effective undistributed profits tax—effective in our sense, that it would force the distribu- 
tion of close to 100 per cent of corporation earnings. 
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will be sharply curtailed. These proposals are not made in any punitive 
sense, but for the purpose of making capital flows more responsive to 
the traditional incentives of a price economy. Moreover, these pro- 
posals are not planned to bring either losses or gains in government 
revenue, since the loss of corporate income tax collections should be 
balanced by the relative rise in collections of individual income taxes. 
Thus, there should be no change in the total tax burden although there 
might be some change in the distribution of this burden. It might be 
found that some change in the rates of personal income tax would be 
necessary in order to maintain the present volume of tax collections. 

What are the arguments for the elimination of the corporation in- 
come tax if an undistributed profits tax is imposed? The argument be- 
comes a matter of comparing the relative merits of the personal income 
tax with those of the corporation income tax. Whereas the personal in- 
come tax is related to some ability-to-pay criteria, this cannot be said 
for the corporation income tax. Whereas the personal income tax is 
explicit, the problem of discovering the incidence of the corporation tax 
is almost unsolvable. If a heavy enough rate of undistributed profits 
taxation is applied, the corporate income tax becomes an anomaly. 

Another argument which can be made against the corporation in- 
come tax is its tendency to distort the financial structure of a corpora- 
tion. It is generally presumed that a larger use of equity financing 
would be desirable in reducing business instability; yet the corporation 
income tax places a premium on financing through the use of bonded 
indebtedness or credit capital. This results because payments to bond- 
holders are a part of the corporation’s “costs.” They are therefore not 
subject to corporate income taxation, as are the earnings from which 
dividend payments are made to the stockholders. “The extent to which 
this affects the pattern of corporate financing is disputed; but the in- 
fluence, whatever its degree, is clearly on the wrong side.’” 

The question of whether the corporation income tax has been more 
of a deterrent to investment and risk-taking than the personal income 
tax has also called forth a great deal of discussion. Groves takes the 
position that a tax levied “close to the productive process and within 
the range of managerial discretion is likely to have more weight in 
decisions concerning business expansion than a more remote levy upon 
the stockholders.” An evaluation of this position is beyond the scope 
of this paper; however there should be little question of his statement 
that the singling out of the profit element in income for special taxation 
is a deterrent to risk-taking investment. 


2. Harold M. Groves, ‘‘Personal versus Corporate Income Taxes,” American Economic 
Review, Vol. XXXVI, No. 2 (May, 1946), p. 244. 
3- Ibid., p. 244. 
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An attempt to set up a specific rate structure for an undistributed 
profits tax is a major project in itself. The tax should, in order to ac- 
complish the desired purposes, be so constructed that it does not pro- 
duce any considerable revenue. The rates should be determined at a 
level that would suffice to force a distribution of earnings. Certainly a 
100 per cent tax would accomplish this purpose; but it might entail 
considerable administrative difficulties. Therefore, it might be ad- 
visable to allow a small percentage of earnings which could be retained 
tax free, or taxed at a very low rate. One of the most important weak- 
nesses of the 1936 undistributed profits tax was in the confusion of 
motives. Its sponsors did not seem certain whether they wished revenue 
or reform. An undistributed profits tax cannot be effective both as a 
revenue measure and as a device for forcing distribution of earnings.‘ 

As far as the method of computation of earnings for tax purposes is 
concerned, the present regulations of the Bureau of Internal Revenue 
should suffice. It should be possible to set up some program to allow 
credit for losses in previous periods. Failure to make this provision was 
one of the major criticisms of the 1936 tax law. Stock dividends would 
not be considered a distribution of earnings within the meaning of this 
tax proposal. 

It can be noted that these tax proposals do not allow special treat- 
ment in favor of small corporations. There is, moreover, considerable 
basis for not permitting special concessions to the “small, growing cor- 
poration.”’ With the elimination of the corporation income tax coinci- 
dent with the imposition of an undistributed profits tax, policies per- 
mitting small corporations to retain earnings tax free, or at low rates, 
seem to permit a considerable degree of tax avoidance. This is espe- 
cially true so long as lower rates continue to apply to capital gains. 

It might be argued that this is not a sufficient objection contrasted 
with the desirability of the growth of new concerns. Certainly if our 
policies are to be directed toward increasing the power and effective- 
ness of competitive forces in the economy, we should place few obstacles 
in the way of the growing corporation. However, we believe reform of 
the tax structure would result in a more active capital market, suf- 
ficiently more active so that no special advantages should be necessary 
for the small or medium-sized corporation. 

Moreover, for all practical purposes, the small corporation is very 
much like a partnership. It can and does obtain most of the funds it 
needs from the owner-managers. These owners of “small” corporations 
are not necessarily people of limited financial resources. We would sug- 


4. Francis McIntyre, ‘““The Effect of an Undistributed Profits Tax upon the Distribution 
of Corporate Earnings—A Statistical Appraisal,” Econometrica, Vol. VII, No. 4 (October, 
1939), P- 340. 
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gest therefore that the small corporation be given the option to report 
its income on the same basis as a partnership (i.e., imputing all retained 
income to the ownership shares) if it so wishes. As for the medium-sized 
corporation, if it has a good earning-dividend record and prospects, it 
should be able to finance in local capital markets if it could not do so on 
a nation-wide basis. It is questionable whether a firm unable to cover 
its financial needs on either a local or a national capital market should 
be encouraged to expand. 

There are, however, some institutional considerations which make 
it difficult for a medium-sized corporation to pay out a high percentage 
of earnings if it hopes to expand. The most important of these is the 
high cost of registering and issuing stocks and bonds. Since much of 
this expense does not vary with the absolute size of the security issue, 
the medium-sized corporations are placed in a relatively unfavorable 
position when they attempt to finance through the security market. 
However, even the difficulty and expense of security issue might not 
prove insurmountable in an active capital market where there is a large 
amount of mobile funds seeking investment. 

The joint imposition of an undistributed profits tax at the same time 
the corporation income tax is lifted is for the purpose of encouraging the 
distribution of earnings to the beneficial owners of the corporations. 
These earnings in the hands of the individual income recipients can be 
taxed by the progressive income tax which supposedly is tailored to 
some general principle of distributive justice. One immediate result of 
the undistributed profits tax should be the discouragement of usage of 
the corporate form purely as a device to avoid personal income taxes. 

The personal or closely held corporation can be used for the avoid- 
ance of a high personal income surtax in the following manner: if an in- 
dividual is desirous of saving any large portion of his income, such sav- 
ings may escape part of the progressive income tax if they are allowed 
to remain within the legally independent corporation. Persons in the 
higher income tax brackets often find it desirable to pay the flat rate of 
the corporation income tax on their earnings rather than the rate that 
would be paid if these earnings were imputed to them. They only with- 
draw that part of the corporate earnings they wish to use for personal 
expenditures. While we do not know the volume of the tax avoidance 
made possible by this device, as long as the possibility exists, there is at 
least one justification for undistributed profits taxation as a plug for 
this loop-hole in our tax structure. 

The undistributed profits tax as it is applied to large corporations is 
intended to attack the problem of separation of ownership and control, 
a more complex problem than the use of the corporation as a device for 
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tax avoidance. As corporations grow in size, there comes a change not in 
degree but in kind. In the smaller corporations the owners are in control 
of the business policies; in the large corporation the managers and the 
owners of the corporation are likely to be two different groups having 
different interests. As far as the directors and the corporation officials 
are concerned, the mass of the stockholders are for all practical pur- 
poses considered as merely a special class of creditors. For the opera- 
tion of the price economy, we assume maximization of profit to be a 
guiding principle in the management of a firm. Where a high degree of 
separation of ownership and control exists it is often possible that the 
guiding principle may become the maximization of the welfare of the 
managerial group. It is not at all unlikely that such a policy may con- 
flict with maximization of profit for the firm or the stockholders. 

An undistributed profits tax will eliminate much of the discretionary 
power of corporation management in matters pertaining to expansion 
and dividend policy. By a forced paring down of surplus resources left 
in the control of the directorate, the management will be forced to go 
more frequently to the stockholders and obtain a vote of economic con- 
fidence given as a reinvestment of funds. The necessity of obtaining 
this approval may well cause the management to shape its business 
policy closer to the economic interests of its owners. 

Examples can be readily discovered where the operating policy of the 
corporation seems to conflict with the interest of the stockholders. In a 
profitable corporation the owners are supposed to gain either in the 
form of increased dividends or in the increased market value of their 
shares where earnings are retained. However, where the earnings are 
believed to be retained in a relatively unprofitable use or merely as a 
cushion for the management, the assumed rise in market value may not 
occur. 

In an investigation of the effect of retained earnings upon stock 
prices from 1871-1937, it was shown the stockholder receives in the 
form of higher stock prices only 70 per cent of the value of the undis- 
tributed profits.s On the basis of more recent trends, it is not likely that 
the stockholders fare even this well. 

Another case in point is that of the Curtiss-Wright Corporation.® 
In the fall of 1947 and early in 1948, its common stock had been selling 
for as low as $5.00 per share. At this price the total outstanding com- 
mon stock could have been purchased for approximately $22 million.’ 


5. Alfred Cowles and Associates, Common Stock Indexes, 1871-1937 (Bloomington, 
Indiana: Principia Press, 1939). 
yy ~ = Bosland, Corporate Finance and Regulation (New York: Ronald Press, 
m pp. 80 
7. Moody’ S ¥ er (New York, 1948). 
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In spite of this relatively low purchase price, Curtiss-Wright had at this 
time cash reserves in excess of $100 million. On the basis of the assumed 
principle of some relation between the market value of a stock and the 
assets the stock represents, the market value should have been much 
higher. After a group of shrewd investors purchased a large block of 
stock at the going price of $5.00 per share, and by threatening a law 
suit forced the payment of a $2.00 dividend, the price of the stock went 
up to $12.50. Certainly on any objective basis the non-dividend policy 
of the directors could hardly have coincided with the economic inter- 
ests of the stockholders. It might be argued that the retention of earn- 
ings made the future of the corporation more secure; however, it is to be 
believed that the shareholders invested their capital in a going aircraft 
concern and not in an investment trust. At any rate the stockholders 
should at the very least be given a choice. 

Investment decisions conforming to some criteria other than profit 
maximization may well lead to severe misallocation of capital resources. 
The undistributed profits tax will make capital more mobile by forcing 
investment decisions back into the market. It is hoped that individual 
decisions as to the allocation of capital will follow more closely the prin- 
ciple of the most productive use for the economy as a whole; and even 
if this be not wholly true, there is considerable justification for restoring 
the investment decisions to the individual owners of the capital. With 
little or no check by the market on the investment decisions made by 
the directors of large-scale corporations, we can never be sure that 
capital resources are being properly allocated to those uses which would 
seem most desirable under the criteria of the free play of the economic 
forces. Or to quote Rexford G. Tugwell, ‘In general the principle in- 
voked would be to drive corporate surpluses into the open investment 
market; for most of the trouble comes from self-allocation within a 
single organization.’”® 

The efficient allocation of capital under a competitive price system 
assumes that savings or new capital will be invested in those uses where 
the marginal return is the highest. Capital will flow to those entrepre- 
neurs who can pay the highest price for it, because the use they make of 
the capital is relatively the most productive. 

Internal financing is not forced to meet the test of the market. While 
directors can be presumed to know their own company, they may tend 
to overrate it relative to other investment possibilities. Granting that 
the corporation directors make the best and most efficient allocation of 
the earnings retained, it does not necessarily follow that these funds 


8. The Industrial Discipline and the Governmental Arts (New York: Columbia University 
Press, 1933), p- 206. 
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might not be more efficiently allocated by the economy in some usage 
outside this corporation. Under capitalism the planned allocation of in- 
vestment should be accomplished in the operation of the capital 
market.® 

Although factual information is not available, it may be suspected 
that where the direction of capital flow is influenced by institutional 
factors such as the desire for perpetuating the present management, the 
desire to see the corporation maintain its size relative to its fellows, and 
the social prestige and higher salary attached to managing large con- 
cerns, there may be overinvestment in some fields at the expense of 
others. Usually the overinvestment will be in the old-established indus- 
tries while the new and expanding industries will be hard pressed for 
funds. This is probably one of the tendencies leading to concentration 
of control, that is, the condition that exists when a major portion of an 
industry’s output is in the hands of a few firms. 

Another consideration sometimes overlooked by the proponents of 
internal financing is the abrogation of the individual’s right to make his 
own savings and investment decisions. With the suggested changes in 
the tax structures, the individual shareholder in a large corporation or 
the minority shareholder in a small corporation will be able to 
decide for himself whether he wishes to consume or save his share in the 
corporation’s earnings. We have already mentioned the fact that the 
value of the shares may not appreciate proportionately with the in- 
creased value of the corporation’s assets; thus, it becomes impossible 
for the shareholder to remove his earnings by selling part of his capital 
holdings. If per share earnings are made explicit where they are now 
implicit, the recipient will be the final arbiter over the disposition of his 
income. Certainly this principle is as valid in its context as is the 
principle of consumer sovereignty. 

Perhaps it would be wise at this point to analyze critically some of 
the objections to undistributed profits taxation. One of these arguments 
is that corporate surpluses represent a cushion which keep business 
going in times of depression. The corporate surplus is supposed to rep- 
resent liquid funds which may be used to absorb losses or to pay divi- 
dends when no profits are being earned. Thus, the wise policies of the 
corporation directors in providing for lean years by retaining large 
earnings helps keep business going. 

In the first place, should a corporation have a surplus or not, if it is 
managed according to the given principles of economic theory, the ac- 
tual plant will be closed down when variable costs exceed the selling 


9. James G. Smith, ‘‘Economic Significance of the Undistributed Profits Tax,” American 
Economic Review, Vol. XXVIII, No. 2 (June, 1938), p. 309. 
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price and are expected to continue to exceed the selling price for any 
significant period of time. Whether a firm is liquid or not has no major 
influence on the decision to continue operations, since in no case will 
there be desire to continue production when losses exceed fixed costs. 
It may be stated then that the general level of economic activity is not 
at all dependent on any absolute or relative level of corporation sur- 
pluses, but only on the cost-price relationship existing in the economy. 
The existence of a surplus consisting of cash or other highly liquid as- 
sets could only serve the function of delaying liquidation, and it is 
questionable how effective it would be in this regard. 

Secondly, profits which have been diverted into earning assets of a 
non-liquid form (i.e., non-current or fixed assets) are in no sense avail- 
able as a cushion. They are essentially investments which have been 
undertaken without the approval of the market. They are no different 
from any other investment in their potency to resist economic shocks. 

As for an enterprise which has managed to keep its earned surplus in 
cash, it is true that such a cash reserve will hold off outside creditors. 
Again, it must be emphasized that this cash reserve can have no direct 
effect upon the volume of production or the level of employment. More- 
over, the direct effect of the initial accumulation of the cash reserve is, 
in general, deflationary. Should this deflationary accumulation occur in 
a period of high-level activity, the result might be beneficial. Unfor- 
tunately, it would seem that most corporations attempt to make these 
accumulations at times when retrenchment seems sensible to sound 
business management, or in other words after a downturn has already 
been reached. 

The most popular defense for internal financing is, of course, the 
avowed difficulty of raising funds in the open market. Businessmen cite 
the depressed state and inactivity of the stock market as ample indica- 
tion of the difficulty of floating new security issues. Many of them have 
stated that the scarcity of venture capital is due to the discouraging 
activities of the government and specifically to the high income tax 
rate. 

Without evaluating the possible merit of the contention that the high 
income tax is at fault, it might be suggested that the failure of corpora- 
tions to distribute any considerable portions of their profits may in itself 
discourage the investment of venture capital. We believe that a high 
rate of dividend payment would do a great deal to reactivate the equity 
market. In the first place, a high rate of dividend payments should 
bring about a rise in the market price of securities.’° It is our contention 


10. We do not wish to imply that dividend policy is the sole determinant of market 
price. We merely suggest that if there were two firms having the same earnings and antici- 
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that dividend policy is a major factor in the market valuation of securi- 
ties. Apparently, when a corporation declares a large dividend, it is 
not unusual for the market price of its stock to go up. Market value is 
more closely tied to dividend rates than to a book value which can be 
built up by retaining earnings. In Table 1, a random sample of some 


TABLE 1 


COMPARISON OF EARNINGS AND DIVIDENDS IN 1948 ON A PER SHARE 
BASIS FOR TWELVE RANDOMLY SELECTED 
INDUSTRIAL CORPORATIONS* 


Common Earned Paid Total Book 

Prices per Share per Share Shares Value 
Lima-Hamilton........ . 13 82 $ 2.18 $ .63 1,940,383 $ 17.00 
Wheeling Steel... ... ..+ 576-37 23.24 2.25 569,559 137.00 
Curtiss-Wright Co....... 124-4 .46 2.00 7,432,039 14.00f 
Swift and Co... . 364-28 4-71 2.60 5,922,126 31.00 
General Electric......... 43 -31 4.36 1.70 28,380,784 19.00 
Chrysler Corp... . ... 652-50 10.25 4.00 8,702,634 44.00 
Monsanto Chemical...... 613-45 3-95 2.00 4,274,945 20.00 
May Co.... 477-35% 5.98 3.00 2,857,472 38.00 
Goodyear Tire & Rubber 504-38 10. 25 4.00 2,065,411 68.00 
Republic Steel........ 334-223 7.61 2.25 5,882,604 50.00 
Bigelow-Sanford. . ..+ 374-263 8.11 3.20 621,218 45.00 
Foster-Wheeler.......... 384-24 12.48 1.00 284,984 58.00 





* Moody’s Industrials (New York, 1948). 
¢ Had cash reserve in 1948 of over $100 millions. Price of common stock below $5.00 until the $2.00 divi- 
dend paid. 


manufacturing corporations, it is to be noted that very few corpora- 
tions paid dividends in excess of 50 per cent of their earnings, and on 
the basis of earnings, the market valuations of these stocks seem very 
low. It is to be further noted that book value bears no close relationship 
to market price. More liberal dividend policies should bring about a 
market rise encouraging both old and new investors. Furthermore, a 
large part of the dividends paid should find their way back to the se- 
curity markets, where they themselves will constitute a good source of 
risk capital. Even though it is true that a good portion of these dividend 
payments will be taken by the personal income tax and that there will 
be certain administrative and selling costs for new security issues, this 
must be counterbalanced by the fact that the present corporation in- 
come tax (which we propose to eliminate) takes away some 38 per cent 
of these funds at their source. If even with an extremely active security 
market some firms still find it difficult to finance their expansion needs, 
this should be an indication that these needs are uneconomic. Capital 
may be expected to flow in the directions where earnings are highest 
pated earnings, the one paying the higher dividends will have the higher market price. A 


higher dividend policy for all firms, bringing about a generally higher market price for all 
stocks should make it easier to float equity issues. 
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compatible with security; it is questionable whether a firm unable to 
obtain its capital needs by external financing is entitled to the inde- 
pendence of internal financing. 

Even the flexibility afforded by using undistributed profits to help 
the cash position of a firm has the disadvantage of freeing the concern 
from the discipline and test of the short-term credit market.” 

Still another criticism of high dividend payments is contained in the 
idea that corporation directorates are more efficient and more knowl- 
edgeable in allocating investment than the uninformed shareholders. 
Implicit in this criticism is an ingrown distrust of the market mecha- 
nism. If there are some who would wish to abandon the market direc- 
tion of investment in favor of experts within the corporations, there 
will be others who will argue just as logically for the direction of invest- 
ment by experts within some government bureau. An unhampered 
market for new investment should be a prime objective for liberal 
policy-makers. 

The undistributed profits tax has also been attacked as being dis- 
criminatory. Professor A. G. Buehler says, “If corporations are to be 
taxed on their undistributed profits, it is only fair to impose similar 
taxes on retained earnings of proprietorships and partnerships, or 
serious discrimination will! result.’’** This statement ignores the fact 
that the nature of the legal entity of the corporation places it in a dif- 
ferent position from a proprietorship or partnership as far as collection 
of taxes is concerned. A partnership or proprietorship can have no re- 
tained earnings in the same sense as the undistributed profits of a cor- 
poration. As far as the tax authorities are concerned, all earnings of 
proprietorships and partnerships are imputed to the owners and taxed 
as if they were received personal income. 

One further argument leveled against the undistributed profits tax is 
that it might reduce the level of net investment in the economy. If a 
high level of investment is desirable, one should be wary of placing in- 
stitutional deterrents in the path of investment flow. In other words, 
the economy might be better off with a larger volume of investment in- 
efficiently allocated than an insufficient volume of investment even 
though perfectly allocated. This argument is based on the implicit as- 
sumption that an undistributed profits tax is a tax on investment. It 
should be recognized, however, that the undistributed profits tax is not 
a tax upon corporate investment but on corporate savings." 

11. Smith, op. cit., p. 307 


23. A. G. Buehler, T he. Undistributed Profits Tax (New York: McGraw-Hill, 1937), 


Pp. 109 
.W.S. Vickrey, ‘“‘A Reasonable Undistributed Profits Tax,” Taxes (The Tax Maga- 
me Vol. XXIII, No. 2 (February, 1945), p. 341. 
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Nevertheless, it might be further argued that the undistributed 
profits tax, by siphoning off an easy source of investment funds, would 
reduce the volume of investment. Here again, the implicit assumption 
is that the corporations’ propensity to invest out of retained earnings is 
one. While this is probably true over very long periods, at any given 
time, the corporations’ propensity to invest may vary from zero to 
many times one." It is likely that the timing of corporation investments 
out of surplus might intensify cyclical fluctuations. Certainly in those 
periods when the desire of corporations to invest out of currently re- 
tained earnings falls close to zero, a greater aggregate spending could be 
obtained by distributing these earnings to individuals. 

In conclusion, it might be suggested that there is room for profitable 
investigation of the stabilizing effects of a high rate of profit distribu- 
tion. This investigation would involve a study of the relative stabilities 
of the investment-savings function of the corporation compared with 
the savings-consumption function aggregated for individuals. It is our 
guess that the rate of corporation investment out of retained earnings 
tends to fluctuate more widely than would the marginal propensity to 
consume. If this be true, an undistributed profits tax could have a 
definitely stabilizing effect upon the economy. 

14. For some statistical evidence of the fluctuation of corporation investments out of 


retained funds, see A. R. Koch, The Financing of Large Corporations (New York: National 
Bureau of Economic Research, 1943), p. 81, Table 10. 





1a] 





A FURTHER NOTE ON BANK SUPERVISION 
AND MONETARY POLICY 


G. L. Bacn 
Carnegie Institute of Technology 


Mr. WARBURTON’S recent article on monetary and bank supervisory 
agencies,’ though partially a comment on my earlier article on the same 
subject,? goes far beyond this, presenting in some detail his views on 
appropriate monetary policy and commenting on its relation to the 
government’s fiscal and bank supervisory policies. Mr. Warburton’s 
analysis of monetary policy has been presented, and commented on, 
numerous times. Therefore I shall use this brief note of rejoinder, sug- 
gested by the editor, merely to draw attention to three fundamental 
questions in the monetary-fiscal-bank supervisory area where it seems 
to me that Mr. Warburton’s otherwise useful article is apt seriously to 
mislead the unwary reader. 

1. What does “‘independence”’ for the Federal Reserve mean in monetary 
policy-making? In view of Mr. Warburton’s firm conviction that a 
properly growing supply of money (“credit’’) is the one crucial requisite 
for economic stability, it is easy to understand his emphasis that the 
‘independence of monetary policy” must be maintained in any re- 
organization of federal monetary and banking agencies. I do not profess 
to judge the adequacy of Mr. Warburton’s policy prescriptions. But I 
must argue that his stricture to “maintain the independence” of the 
monetary policy makers (from whom?) must be classed as wishful 
thinking. 

That the Federal Reserve has been in no meaningful sense “inde- 
pendent” of the Treasury and the administration over at least the past 
decade should be obvious to any observer. But what is more important, 
Mr. Warburton’s (and many others’) talk about the need for Federal 
Reserve (monetary policy) independence has little relevance to the po- 
litical and governmental realities of the world in which we are likely to 
live in the foreseeable future. The Federal Reserve cannot be really 
independent of the President, the Treasury, and the Congress in a so- 
ciety such as ours—free to make decisions that negate policies adopted 

1. Clark Warburton, ‘‘Co-ordination of Monetary, Bank Supervisory, and Loan Agen- 


cies of the Federal Government,” this Journal (June, 1950). 


2. “Bank Supervision, Monetary Policy, and Governmental Reorganization,” this 
Journal (December, 1949). 
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by the elected chief executive and even the elected Congress. What is at 
stake is the government’s power to control the money supply, a func- 
tion intimately and inseparably tied up with the interests of widespread 
voting groups and with nearly every governmental policy area—agricul- 
ture, national defense, taxation, veterans’ loans, and every other area 
of government spending or receipts. To expect that a government would 
or could tolerate major division and obstruction for its crucial policies 
from the “quasi-independent” Federal Reserve is simply not realistic, 
whatever the legal formalities of organizational independence. In effect, 
monetary policy is “made’’ when other government decisions on spend- 
ing, taxing, borrowing, and loaning are made, because the monetary 
authority is unwilling or unable to obstruct the government’s major 
policies. The Federal Reserve may protest, but it goes along. Modern 
large-scale government financial operations in war and peace and recog- 
nition of government fiscal policy as a powerful contra-cyclical sta- 
bilization instrument have swept away the old concept of central bank 
independence, which implied central bank control over government 
fiscal policies. 

In action and in official statements, the Federal Reserve has fully 
acknowledged this fact. Formal pretense of independence will not pro- 
vide sound monetary policy. The real problem is to effect an arrange- 
ment whereby the “central banking viewpoint” gets a thorough, bal- 
anced hearing in the governmental councils that determine the fiscal 
(tax, expenditure, and borrowing), debt, lozn, and other policies with 
which monetary policy must accord reasonably well.’ 

2. What is the essence of deposit insurance? Mr. Warburton states: 
“The major task of deposit insurance is maintenance of banks in a 
healthy condition as a means of preventing destruction of a portion of 
the nation’s circulating medium through bank failures.” His further 
coroments emphasize the interest of the FDIC in the soundness of indi- 
vidual banks in contrast to the system-wide approach of credit policy. 

No one could deny that “sound” loan and investment policies by 
individual bankers (whatever that may mean) would help to minimize 
bank failures. But what are “sound” individual bank policies, except as 
judged in the light of over-all monetary, banking, and economic condi- 
tions? Is “sound” individual bank supervisory policy meaningfully 
definable (from a public policy viewpoint) except in pretty much the 

3. An extensive investigation of the problem of Federal Reserve “‘independence” will be 
found in my recent book Federal Reserve Policy-Making (New York: Alfred Knopf, 1950), 
chaps. iv, ix, and xiii, which is based largely on my study for the Hoover Commission. 
Briefer analy ses are included in Bach, ‘““The Federal Reserve and Monetary Policy Forma- 


tion,” American Economic Review (December, 1949), and in L. V. Chandler, ‘‘Federal 
Reserve Policy and Federal Debt,” American Economic Review (March, 1949). 
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same terms as ‘‘sound”’ monetary policy, i.e., that credit expansion is 
called for in periods of depression, credit restriction in periods of infla- 
tionary boom? 

There is surely a place in deposit insurance administration for atten- 
tion to the individual bank and its adherence to the rules of the game. 
But this should not be permitted to blind us to two major facts which I 
tried to emphasize in my earlier article: (a) that the real contribution of 
the federal deposit insurance system has been in creating confidence 
among depositors (not in improved supervision of individual banks), 
and (b) that prevention of mass bank failures in time of crisis depends 
not on any possible FDIC action or on the technical solvency of the 
deposit insurance fund, but on Federal Reserve provision of system- 
wide liquidity for temporarily frozen bank assets to advance cash to 
meet mass withdrawals. If the central bank provides liquidity for the 
banking system, the task of deposit insurance is a relatively simple one 
vis-A-vis individual banks. Central bank failure in its major duty in a 
financial crisis would permit mass bank failures or place enormous 
drains on the deposit insurance fund if it attempted to prevent failures 
by absorbing assets; under such circumstances only United States 
Treasury intervention could probably prevent insolvency of the insur- 
ance fund. 

Recognition of these realities makes Mr. Warburton’s stress on the 
FDIC’s careful attention to individual banks a rather unconvincing 
reason for maintaining the present unrealistic separation between de- 
posit insurance in the FDIC and monetary policy in the Federal Re- 
serve. Sound Federal Reserve policy is the real insurance against mass 
bank failures. Maintenance of a formal federal deposit insurance system 
is desirable (largely but not solely for popular confidence reasons). But 
professional economists and government officials should recognize the 
real role of the formal deposit insurance system and organize its admin- 
istration accordingly, rather than maintain more elaborate federal 
banking agencies than we have any need for. 

3. What is bank supervision and what is it supposed to accomplish? Mr. 
Warburton asserts that maintenance of at least the present FDIC su- 
pervisory powers is essential to sound bank supervision under the de- 
posit insurance plan, and that consolidation of credit and bank super- 
visory responsibilities would mean a loosening of “quality require- 
ments”’ for individual banks, ‘‘subverting the proper function of bank 
examinations.” He further points to the allegedly fine working super- 
visory relationships under the present trifurcation of federal responsi- 
bility, with, alas, considerable reliance on the old chestnut of the dan- 
gers of disturbing the status quo. But nowhere, except for a passing 
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comment on enforcing banking statutes and appraising FDIC risks, is 
there a direct statement as to just what is the “proper function of bank 
examinations” which must be so protected. 

At the risk of overstating the point, I venture to suggest that the 
supposed vital benefits of the present type of bank examinations are 
very elusive when one tries to put his finger on them. We should be 
clear what benefits we are preserving before we rule out co-ordination of 
supervisory and monetary policies to save them. I personally suspect 
that most of the few real benefits of individual bank examinations could 
readily be retained together with more effective monetary-supervisory 
policy co-ordination (at least with avoidance of contradictory policies) 
if we would only face up more fundamentally and realistically to exactly 
what it is we are trying to accomplish through bank supervision and 
how specific supervisory and monetary practices contribute to these 
objectives. 
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PRACTICAL BANK CREDIT, Second Edition 


By Herbert V. Prochnow, Vice-President of The First National Bank of Chicago 
and Roy A. Foulke, Vice-President of Dun & Bradstreet, Inc. 


A complete up-to-date revision of a text unique in its thorough presentation of 
commercial bank credit. Examined are everyday banking practices plus under- 
lying principles of all factors considered in the extension of credit by a com- 
mercial bank or trust company. The text features such topics as: 

@ Operations of a bank credit department. 

@ Sources of credit information. 

@ Importance and interpretation of financial statements. 

@ Explanations of bank credit. 


To be published Dec. 1950 742 pages ex?" 


PROBLEMS IN CREDITS AND COLLECTIONS 
By William J. Shultz and Hedwig Reinhardt, College of the City of New York 


Featured in this text are 25 actual problems on all major issues of mercantile 
credit and collection practice. For the student in advanced courses, here is the 
closest substitute to actual in-the-office, on-the-job experience in credit and 
collection work. Each problem is presented by facsimile reproduction of forms, 
reports, and correspondence. This is the first instance a case or problem book in 
the business field has been based on facsimile reproductions. Teachers’ 
manual free on adoption. 


Published Sept. 1950 333 pages oa" 11° 


FUNDAMENTALS OF INVESTMENT BANKING 
Sponsored by the Investment Bankers Association of America 


For the first time in one volume, the entire field of Investments, Analysis, 
Management, and Underwriting is discussed in accord with facts, conditions, 
and practices that prevail today. A panel of experts—@1 leading banking 
professors and financiers present basic principles and problems that confront 
investment bankers and the investing public. 

The text is widely acclaimed by teachers as the best possible first or second 
course text in Investments—depending upon scope of coverage and prerequi- 
sites for the course. Written and organized by professors and businessmen, it 
combines both theory and practice of all major phases of Investment. The 
text discusses, for example: 

Nature of the various kinds of securities. 

General principles and practices of financial statement interpretation. 
Non-statistical factors and general market influences. 

Corporate financial problems. 

Practices and operations of securities markets. 

Problems arising out of federal and state regulations of investment banking. 


Published 1949 803 pages 6” x9” 
Send for your copies today! 
PRENTICE-HALL, INC. 70 Fifth Ave. New York II, N.Y. 
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The American Economic Review 








Volume XL CONTENTS December, 1950 
Price Changes and Consumer Demand . . Gardner Ackley and D. B. Suits 
Foreign Investment and Balance of Payments . . . . . E£.D.Domar 
Stabilization of Personal Incomes ...... . . P.J. Strayer 
The Soviet Price System . . fore coe Ae 
The United Kingdom after Dev tails . . . « . « « Margaret Hall 
United Nations Report on Full Employment... . . H.C. Wallich 
Relief for Victims of Tariff Cuts . . . . . . . . . Clair Wilcox 


Reviews of Books, Titles of New Books, Periodicals, Notes 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the 
American Economic Association and is sent to all members. The annual dues are $6.00. 
Address editorial communications to Dr. Paul T. Homan, Editor, American Economic Review, 
University of California, 405 Hilgard Avenue, Los Angeles 24, California; for information 
concerning other publications and activities of the Association, communicate with the Secre- 
tary-Treasurer, Dr. James Washington Bell, American Economic Association, Northwestern 
University, Evanston, Illinois. Send for information booklet. 














AMERICAN FINANCE ASSOCIATION 
MEMBERSHIP AND DUES 


Active Membership is limited to individuals. Dues are $5.00 annually and 
include the subscription to the Journal of Finance. 


Subscribing Membership is open to institutions as well as individuals. Dues 
are $10.00 or more for individuals and $25.00 or more for institutions and 
include the subscription to the Journal of Finance. 


To E. E. Edwards, Secretary-Treasurer 
AMERICAN FINANCE ASSOCIATION 
School of Business 
Indiana University 
Bloomington, Indiana 


active 
I desire to become an aoe member of the American Finance Association, 
and enclose herewith my check for $........................ in payment of dues for the year 1951, 


of which amount $3.00 is for a year’s subscription to the Journal of Finance. 
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The First National Bank 
of Chicago 


Statement of Condition October 4, 1950 


ASSETS 
Cash and Due from Banks, . . : ; P -$ 567,394.505.59 


United States Obligations— Direct and fully Guaranteed, 
Unpledged, : ; ° - $658,235,295.22 
Pledged—To Secure Public Deposits and 
Deposits Subject to Federal Court Order, 168,597,047.07 
To Secure Trust Deposits, . * 55,008,376.60 





Under Trust Act of Illinois, . > 512,000.00 882,352,718.89 
Other Bonds and Securities, = > . ‘ - 126,887,325.82 
Loans and Discounts, . ‘ ‘ * ‘ 4 - 846,735,286.34 
Real Estate (Bank Building), . “ee & eee 2,283,316.86 
Federal Reserve Bank Stock, : ‘ : 4 ‘ 4,650,000.00 


Customers’ Liability Account of Acceptances, . . 3,599,994.38 
Interest Earned, not Collected, . ; ‘ . . 4,949,526.83 
Other Assets, ; . 5 " A ‘ - ‘ 812,703.89 


$2,439,665,378.60 





LIABILITIES 
Capital Stock, ° . ‘ ° . . ‘ -$ 75,000,000.00 
Surplus, 5 . . . ‘ j r ‘ 80,000,000.00 
Other Undivided Profits, . . : ‘ i 6,862,195 .43 
Discount Collected, but not Earned, . i ; P 1,333,498.68 
Reserve for Taxes, etc., F é ‘ 5 ‘ ‘ 22,779,561.91 





Liability Account of Acceptances, : ‘ 4,485,544,59 
Time Deposits, . ‘ P - $ 441,253,305.81 
Demand Deposits, ‘ ‘ - 1,609,086,697.81 
Deposits of Public Funds, . , 198 848,849.54 2,249,188,853.16 
Liabilities other than those above stated, . - ‘ 15,724.83 





$2,439,665,378.60 


MEMBER FEDERAL CEPOSIT INSURANCE CORPORATION 


MAKE YOUR TEACHING 
MORE EFFECTIVE 


Choose These Texts for Your Spring Classes 


SOMERS’ 
Public Finance and National Income 


“This book represents one of the most complete attempts thus far to 
orient a general public finance text in terms of economic effects of ex- 
penditures and revenue policies, with particular emphasis on the con- 
sequences for the level of national income.” 


An outstanding feature of this book is its 
presentation of advanced and _ technical 
economic theory in language that remains 
simple. The author’s explanation of even the 
more complicated economic graphs is con- 
cise and logical and the train of thought is so 
well organized that the student is virtually 
led in one reading to an understanding of 
the principle involved. 


Journal of Political Economy 


Included in the text is an analysis of the 
effects of taxation and public borrowing 
making use of up-to-date economic theory, a 
study of economic effects of balancing the 
budget with various fiscal policies, a critical 
evaluation of various fiscal policies, and an 
analysis of proposed improvements in taxa- 
tion and intergovernmental finance. 


540 pages—$5.00 


HALM’S 
Monetary Theory—2d Edition 


This revised edition of a popularly adopt- 
ed book successfully integrates monetary 
analysis with general economic analysis. 
Written in a clear and analytical style, it is 
comprehensive in scope. 

It takes into account the important de- 
velopments due to war-occasioned changes 
in financial structure. Part I deals with the 
quantity theory. Part II is concerned with 


international payments. It is a broad analysis 
covering the agreements reached at the 
Bretton Woods Conference, and explains 
foreign exchange rates and their fluctuations. 
Part III presents a concise explanation of 
investment funds, and interest rates and the 
credit system in general, including the “full 
employment policy.” 


491 pages—$3.50 


New A.E.A. Volume of Republished Articles! 


Readings in Monetary Theory 
Ready, Spring 


An invaluable series of articles on monetary theory and policy written 
since 1930 by leading economists. Excellent for reference and supple- 


mentary reading. 


Send for Your Examination Copies! 


THE BLAKISTON COMPANY 


1012 Walnut Street 


Philadelphia 5, Pa. 
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MONEY AND BANKING: Organization and 
Function 


By E. W. Mvetuter, Jr., DePaul University College of Commerce, 
Chicago. In press. 


A well-organized, well-written college text for the conventional introductory 
course in Money and Banking. The order of subject matter has been arranged 
to provide the basis for the development of the historical and functional 
aspects of modern exchange. The text begins with “‘barter”—before the in- 
vention of money, and carries the student up through the most refined modern 
techniques of monetary management. 


INTRODUCTION TO INVESTMENTS 


By Joun C. CLENDENIN, University of California at Los Angeles. 604 
pages, $4.75 


A comprehensive book pointed at the development of personal and family 
investment programs, and practical in its emphasis on market values and 
tax matters. Successive groups of chapters discuss the economics of invest- 
ment values and income, the nature and value of corporate securities, the 
security markets, important types of investments, taxes, and investment 
management. 


PERSONAL FINANCE 


By Joun A. Leavitt and Cart O. Hansen, Ohio University. 374 pages, 
$3.50 
A brief and clearly defined treatment for students who have had little or no 
previous work in commerce or business administration. The text covers such 
topics as consumer buying, budgeting, credit purchases, banking, borrowing 
money, insurance, home ownership, investment, law and the individual 
income. 


THE MONETARY AND BANKING SYSTEM 


By G. W. Woopwortn, Amos Tuck School of Business Administration, 

Dartmouth College. 588 pages, $5.00 
Viewing the monetary and banking system as an integral part of the economy, 
this new book places emphasis on functions, operations, and logical analysis of 
financial problems. It offers also a comprehensive treatment of the forces gov- 
erning the price level and the level of employment, description and analysis of 
the money market, monetary management, and war and postwar financial 
development. 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, INC. 
330 West 42d Street New York 18, N.Y. 

















STANDARD IRWIN TEXTS FOR 
WELL-BALANCED FINANCE COURSES 





MONEY AND BANKING 


FOURTH EDITION By CHARLES L. PRATHER, University of Texas 


This recent edition of the most widely adopted money and banking text ever 
published presents a thorough analysis of monetary and banking policies and 
problems with the focus of attention upon current conditions in the field. In- 
cluded are discussions of postwar inflation, expansion in the volume of commer- 
cial bank lending, control of bank credit, foreign relief and foreign exchange, 
Federal Reserve and Treasury policies, the increase in savings, and the growth 
in mortgage, consumer, and other debts. A wealth of teaching aids include: 
chapter questions and problems, Objective Test material, and a complete 
Solutions Manual. 


707 Pages College Price $5.50 


MODERN CORPORATION FINANCE 


REVISED EDITION By W. H. HUSBAND, Federal Savings and Loan Insurance Corpo- 
ration, and J. C. DOCKERAY, George Washington University 


This widely used book reflects the many important influences which have been 
brought to bear upon the financial operations, policies, and practices of private 
corporations. It provides a comprehensive treatment of the corporate structure 
and other forms of the business organization. Full recognition is given to the 
forces of public interest and active public regulation as factors affecting corpora- 
tion finance. Excellent questions and problems offer opportunities for discussion 
and further research by the student. 


706 Pages College Price $5.50 


CASE PROBLEMS IN FINANCE 


By PEARSON HUNT and CHARLES M. WILLIAMS 
Harvard University 


Each of the 48 cases in this book represents a statement of an actual business 
situation. Each provides sufficient background material to enable the student 
to adopt the point of view of the person facing the particular problem and to 
work out a solution. The cases cover the major problems dealt with in the 
finance course. Special emphasis is given to the areas not adequately covered in 
the textbooks. This book has been widely adopted not only for the advanced 
course but for the basic elementary course. To aid instructors in handling the 
case method, the introduction to the book contains helpful hints, and a complete 
Teacher’s Manual is available to adopters. 


402 Pages College Price $5.50 





RICHARD D. IRWIN, INC. 


3201 SOUTH MICHIGAN AVENUE, CHICAGO 16, ILLINOIS 











